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FINANCIAL SUMMARY

(8§ in thousands, except per share data) 2001 2000 % Change
FORTHE YEAR
Revenues $ 297,824 $ 263,496 13.4%
(Loss) income before income taxes $ (5,542) $ 1,065 (620.4)%
Net (loss) income $ (2,108) $ 2,329 (190.4)%
PER SHARE
Net (loss) income $ {0.19) $ 0.21 (190.5)%
Catastophe and storm losses $ 1.32 $ 0.50 164.0 %
Dividend paid $ 0.60 $ 0.60 0.0%
Book value $ 12.40 $ 13.14 (5.6)%
MARKET PRICE
High $ 18.75 $ 12.13 54.6 %
Low $ 10.19 $ 6.81 49.6 %
Close on Dec. 31 $ 17.15 $ 11.75 46.0 %
AT YEAR-END :
Average return on equity (ROE) (1.5) 1.6 (193.8)%
Total assets $ 671,565 $ 587,676 14.3 %
Stockholders’ equity $ 140,458 $ 148,393 (5.3)%
Price to book value 1.38X 89X
Number of shares outstanding 11,329,987 11,294,220 03 %
Number of registered stockholders 1,250 1,248 0.2%
Number of agents 3,200 3,200 0.0%
N _J




CORPORATE PROFILE - _ )

EMC Insurance Group Inc. (the “Company’)

is an insurance holding company with operations | | 1

in property and casualty insurance and reinsurance. ( and > ( Gssuied

The Company was formed in 1974 and became Couly euranss |

publicly held in 1982. | Illinois EMCASCO EMC Reinsurance Company |
Insurance Company (Non-Affiliated Reinsurance Only)

With its home office in Des Moines, Iowa, : arm and Git

operations of the Company and Employers Mutual ' [T nsurance CO);npany

Casualty Company (Employers Mutual), which ,

owns 79.5 percent of the Company’s stock, are | —ﬂast?;iggompany

concentrated in regions of the country where x {

management believes a favorable insurance f Li?ﬁ:fci%om o |

environment exists. Approximately 77 percent L pany

of direct property and casualty premium income { EMC Underwriters, LLC |

is derived from insurance sold to businesses. N

/- ™ The subsidiaries of the Company and Employers

Mutual and its subsidiaries (referred to herein
as EMC or EMC Insurance Companies) provide
insurance coverage and services to insureds
through more than 3,200 independent insurance
agents. Seventeen strategically located branch
offices provide direct service to these insureds
and agents.

EMC Insurance Group Inc.’s common stock
trades on the NASDAQ National Market tier
| ’ of the NASDAQ Stock Market under the

N _/ symbol EMCL

Corporate Website:  www.emcinsurance.com
Corporate email: EMClIns.Group@EMCIns.com
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TO OURSTCCKHOLDERS

As one century ended and a new millennium began, the property and casualty insurance industry

was operating at an underwriting loss. Industry leaders attributed the decline in underwriting profitability

to 1) more than a decade of declining premium rate

levels due to intense rate competition and over-

capitalization; 2) significant conversion expenses

as a result of technological advances in claims

processing, risk assessment and marketing strategies;

and 3) abnormally severe weather in both the

United States and Europe.
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Change was necessary. Careful implementation of revised strategic plans initiated a mild reversal

in the industry’s underwriting trend. During 2000, premium rates began to firm and insurers began proclaiming

the return of the “hardening market.” As 2001 began, the industry was hoping to experience a gradual return to

profitability. It was expected to be a year of “turn around” for EMC Insurance Group Inc. as well. Unfortunately,

those expectations were unfulfilled as the Company reported a net operating loss of $0.24 per share and a net loss
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0f $0.19 per share. The Company’s statutory combined
trade ratio was 113.9 percent. Even so, this was better
than the industry’s estimated combined ratio of

117.0 percent. Contributing to these resuits were

the atrocious events associated with the attack on the

World Trade Center and the Enron debacle,




CORPORATE INITIATIVES

During the last decade, insurers allowed premium rates to decline below adequate levels. They
did so because a strong stock market allowed them to maintain adequate capital levels while vying for
market share through rate reductions. But, as investment results declined, this strategy was no longer
viable. The Company responded to these changing market conditions with a more focused underwriting
program, rate increases, and controlled usage of discretionary rate credits — all important factors in the
Company’s goal to make premium rates more consistent with the amount of risk being assumed. By the
end of 2001, the Company was experiencing average rate level increases ranging from 6 to 18 percent
in virtually all lines of business, with larger increases for individual accounts. Earned premiums
increased in 2001, reflecting rate increases and modest increases in exposures. Retention rates
for the Company continued to exceed the industry average, as 85 percent of its policyholders
renewed their coverage in 2001.

The Company has also worked to strengthen its independent agency relationships through
improved evaluation of individual books of business and advances in technology and communication.
These strategies will enhance the profit potential of the Company’s book of business. ,

As part of its strategic plan to enhance national visibility, the

Company’s parent, Employers Mutual Casualty Company, established a new

e

e

brand — “Count on EMC.” This brand reinforces the image that has emerged
over many years — one of strength, stability and reliability. In connection with
this new brand, renewed emphasis is being placed on exemplary service to agents and policyholders,

as well as to all other stakeholders of the EMC Insurance family of companies, which includes

EMC Insurance Group Inc.
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CATASTROPHE AND STORM LOSSES

—

N One significant factor affecting the Company’s performance in
| $25 MM
| 2001 was catastrophe and storm losses. Unusually severe Midwestern and
$20 MM
/ Southeastern storms during April, May and June and tropical storm Allison
$15 MM
/\w/ produced a record amount of catastrophe and storm losses. Total catastrophe
$10 MM
s N and storm losses amounted to $22,947,000 ($1.32 per share) as compared to
5
s $8,604,000 ($0.50 per share) in 2000. To put these losses into perspective,
1995 1996 1997 1998 1999 2000 2001
1 CATASTROPHE AND catastrophe and storm losses for 2001 amounted to approximately 37 percent
N STORM LOSSES /

" of the total catastrophe and storm losses for the 5-year period between 1997
and 2001. Excluding the impact of catastrophe and storm losses, the results for 2001 reflect a decline in claims
frequency but an increase in overall claims severity. We are, however, in the business of providing protection

for these types of events and our policyholders were able to count on us to provide fair, timely and efficient

claims settiement.

WORLD TRADE CENTER

The atrocious events of September 11 stunned the insurance industry with loss estimates between
$40 billion and $70 billion (approximately 12 percent to 22 percent of the industry’s surplus). The world
watched in horror while more than three thousand lives were lost in the attacks on the World Trade Center and
the Pentagon, as well as a remote field in Pennsylvania. The net effect of the terrorist attacks to EMC Insurance
Companies was approximately $16 million. Under the terms of the quota share agreement in place between
Employers Mutual and the Company’s reinsurance subsidiary, losses from this event were capped at $1.5 million.
However, the collection of coniractuaily agreed upon reinstatement premiums resulted in a nearly break-even scenario.

The Worid Trade Center attack was, by far, the most costly individual event ever seen by the insurance
y y y

industry. By comparison, Hurricane Andrew {1992) cost the industry approximately $18 billion. Nonetheless,




the industry was financially prepared to deal with the loss due to accumulated capital within the industry

(an estimated $300 billion at the time of the terrorist attacks). The industry does not anticipate any

increase in insurance company failures associated with the events of September 11. However, the

industry is concerned about the possibility of additional terrorist events, which could deplete industry
surplus. To provide limited protection from future terrorist exposures, the Company has purchased ‘
separate terrorism reinsurance coverage for 2002 since standard industry reinsurance policies now

exclude terrorism coverage.

ENRON AND OTHER MARKFET ISSUES

In December of 2001, one of the world’s largest corporations filed for bankruptcy. The action
by Enron Corp. was directly damaging to tens of thousands of Enron employees, investors and creditors.
It is estimated that more than $60 billion in stockholder wealth was lost in addition to more than
$31 billion by Enron creditors. But, the ramifications did not stop there. The insurance industry was

but one of many industries to be both directly and indirectly affected by this event.

4 N The Company was not immune to the
7.0% . .
6.0% Enron collapse as it experienced a $1,328,000
5.0%
4.0% - , ($0.08 per share) surety bond loss attributable
3.0% L . . C B b
fg; to reinsurance contracts held by the Company.
0.0% : .
8 5 8 = 2 § =& =~ s 8 = The Company also realized an investment loss
& 5§ & 3 §& 5 2 8§ 3 ¢ %

2001 U.S. FEDERAL RESERVE of approximately $310,000 on Enron stock.

‘ INTEREST RATES

, The stock market reacted negatively to
e

all of these issues, accelerating an already recessive United States economy, which economists believe
began in March 2001. In addition, interest rates in the United States dropped 11 times in the course of

the year, which will have a negative impact on future investment income.
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2002 OPERATING PLAN

Management expects to see an improved insurance marketplace in 2002. Rate increases are anticipated in

virtually every line of business throughout the country through at least 2002, accelerating the rate of the hardening

market cycle. Management also believes these rate increases, coupled with previous rate increases, will bring the

Company back to profitability.

N

7
f

$0.50
$0.40

$0.20
$0.10
$0.00

2001

L1082
1983

1984 1986
1985

1988
1987

1990
1989

HISTORIC DIVIDEND PAYMENTS PER SHARE

1992 1994
1991 1893

1996
1995

1998
1997

2000
1999

N
N

.
$0.70 |
$0.60

$0.30

/
N

A commitment to stockholder value prompted
the Company’s Board of Directors to continue its
annual dividend of $0.60 per share, resulting in a
dividend yield of 3.5 percent. The Company’s book
value decreased from $13.14 per share in 2000 to
$12.40 per share in 2001.

The last year has been like no other in the

history of the insurance industry. Nonetheless, the industry has survived and will continue to do so without

interruption. So too, will EMC Insurance Group Inc. Through continued rate increases and prudent underwriting,

the Company will return to profitability. Yes, 2001 was to be a year of “turn around,” but it was not to be.

Management believes the events of 2001 are nothing more than a temporary delay in its return to profitability.

As I write this letter, [ firmly believe that Management’s operating plan will produce favorable results in 2002.

What’s more, I believe our long-term strategic plan will sustain profitability well into the new millennium.

Thank you for your continued interest in EMC Insurance Group Inc.

Sincerely,

)il

Bruce G. Keliey,
President and CEO




STOCKHOLDER INFORMATION

Common Stock

EMC Insurance Group Inc.’s common stock trades on the NASDAQ National Market tier of the
NASDAQ Stock Market, under the symbol EMCL. As of February 12, 2002, there were 1,250 registered
stockholders.

The following table shows the high and low bid prices, as reported by NASDAQ), and the
dividends paid for each quarter within the two most recent years.

4
‘ 2001 2000
High Low Dividend High Low Dividend
1st Quarter $ 1313  $ 10.19 $ 0.15 $ 10.00 $ 763 $ 0.15
2nd Quarter $ 1585 $ 11.72 $ 0.15 $ 913 $ 6.81 $ 0.15
3rd Quarter $ 16.00 § 13.34 $ 0.15 $ 11.38 $ 8.50 $ 0.15
4th Quarter $ 1875 $ 13.01 $ 0.15 $ 1213 $ 9.25 $ 0.15
Close OnDec. 31 $ 17.15 $ 11.75 /

There are certain regulatory restrictions relating to the payment of dividends by the Company’s
insurance subsidiaries (see note 6 of Notes to Consolidated Financial Statements). It is the present
intention of the Company’s Board of Directors to declare quarterly cash dividends, but the amount
and timing thereof, if any, is to be determined by the Board of Directors at its discretion.

Dividend Reinvestment and
Commeon Stock Purchase Plan

A dividend reinvestment and common stock purchase plan provides stockholders with the
option of receiving additional shares of common stock instead of cash dividends. Participants may also
purchase additional shares of common stock without incurring broker commissions by making optional
cash contributions to the plan and may sell shares of common stock through the plan (see note 14 of
Notes to Consolidated Financial Statements). Employers Mutual has been reinvesting 100 percent of
its dividends in additional shares of common stock under this plan since the second quarter of 1999,
Employers Mutual has informed the Company that it will be reducing its participation in the dividend
reinvestment plan to 25 percent for 2002. More information about the plan can be obtained by calling
our stock transfer agent and plan administrator — UMB Bank, n.a.
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CORPORATE DIRECTORY

BOARD OF DIRECTORS

George C. Carpenter III, 74 (B) (C)
Retired Executive Director
Iowa Public Television (Broadcasting)

E.H. Creese, 70

Retired Senior Vice President,
Treasurer and Chief Financial Officer
Employers Mutual Casualty Company

David J. Fisher, 65 (B) {C)
Chairman of the Board and President
Onthank Company (Wholesale Distributor)

Bruce G. Kelley, 48 (A)
President and Chief Executive Officer
Employers Mutual Casualty Company

George W. Kochheiser, 76 (A)
Chairman of the Board

EMC Insurance Group Inc.

Retired President

Employers Mutual Casualty Company

Raymond A. Michel, 76 (B) (C)
Director and Consultant

Koss Construction Company
(Road Construction)

Fredrick A. Schiek, 67 (A)

Retired Executive Vice President and
Chief Operating Officer

Employers Mutual Casualty Company

Committee Members:

(A)Member of Executive Committee
(B) Member of Audit Committee
(C) Member of Inter-Company Committee

EXECUTIVE OFFICERS

Bruce G. Kelley
President and
Chief Executive Officer

William A. Murray
Executive Vice President and
Chief Operating Officer

Ronald W. Jean
Executive Vice President for
Corporate Development

Raymond W. Davis
Senior Vice President and Treasurer

John D. Isenhart
Senior Vice President — Technology

Donald D. Klemme
Senior Vice President — Secretary

David O. Narigon
Senior Vice President — Claims

Mark E. Reese
Vice President and Chief Financial Officer

Ronald A. Paine
Vice President

Steven C. Peck
Vice President

Richard W. Hoffmann
Vice President and General Counsel

Robert L. Link
Asst. Vice President/Asst. Secretary

Carla A. Prather
Asst. Vice President/Controller
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CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis of EMC Insurance Group Inc. and its subsidiaries’
financial condition and results of operations should be read in conjunction with the
Consolidated Financial Statements and Notes to Consolidated Financial Statements included
elsewhere herein.

OVERVIEW

EMC Insurance Group Inc., a 79.5 percent owned subsidiary of Employers Mutual Casualty
Company (Employers Mutual), is an insurance holding company with operaticns in property and
casualty insurance and reinsurance. Property and casualty insurance is the most significant
segment, representing 76.7 percent of consolidated premiums earned. For purposes of this
discussion, the term “Company” is used interchangeably to describe EMC Insurance Group Inc.
(Parent Company only) and EMC Insurance Group Inc. and its subsidiaries. Employers Mutual and
all of its subsidiaries (including the Company) and an affiliate, are referred to as the “EMC
Insurance Companies.” .

The Company’s four property and casualty insurance subsidiaries and two subgsidiaries and
an affiliate of Employers Mutual are parties to reinsurance pooling agreements with Employers
Mutual (collectively the “pooling agreement”). Under the terms of the pooling agreement, each
company cedes to Employers Mutual all of its insurance business, with the exception of any
voluntary reinsurance business assumed from nonaffiliated insurance companies, and assumes
from Employers Mutual an amount equal to its participation in the pool. All losses,
settlement expenses and other underwriting and administrative expenses, excluding the
voluntary reinsurance business assumed by Employers Mutual from nonaffiliated ingurance
companies, are prorated among the parties on the basis of participation in the pool. The
aggregate participation of the Company's property and casualty insurance subsidiaries is 23.5
percent. Operations of the pool give rise to inter-company balances with Employers Mutual,
which are settled on a quarterly basis. The investment and income tax activities of the pool
participants are not subject to the pooling agreement.

The purpose of the pooling agreement is to spread the risk of an exposure insured by any
of the pool participants among all the companies. The pooling agreement produces a more
uniform and stable underwriting result from year to year for all companies in the pocl than
might be experienced individually. In addition, each company benefits from the capacity of
the entire pool, rather than being limited to policy exposures of a size commensurate with its
own assets, and from the wide range of policy forms, lines of insurance written, rate filings
and commission plans offered by each of the companies. A single set of reinsurance treaties
is maintained for the protection of all companies in the pool.

The Company’s reinsurance subsidiary assumes a 100 percent quota share portion of
Employers Mutual’s assumed reinsurance business, exclusive of certain reinsurance contracts.
This includes all premiums and related losses and settlement expenses of this business,
subject to a maximum loss of $1,500,000 per event. The reinsurance subsidiary does not
reinsure any of Employers Mutual’'s direct insurance business, nor any “involuntary” facility
or pool business that Employers Mutual assumes pursuant to state law. In addition, the
reinsurance subsidiary is not liable for credit risk in connection with the insolvency of any
reinsurers of Employers Mutual. Operations of the quota share agreement give rise to inter-
company balances with Employers Mutual, which are settled on a quarterly basis.

The reinsurance subsidiary pays an annual override commission to Employers Mutual in
connection with the $1,500,000 cap on losses assumed per event. Effective January 1, 2000,
the override commission rate was reduced to 4.50 percent of written premiums from 5.25 percent
of written premiums because of good loss experience. The reinsurance subsidiary also pays for
100 percent of the outside reinsurance protection Employers Mutual purchases to protect itself
from catastrophic losses on the assumed reinsurance business, excluding reinstatement
premiums. This cost is recorded as a reduction to the premiums received by the reinsurance
subsidiary.

CRITICAL ACCOUNTING POLICIES

The following accounting policies are considered by management to be critically important
in the preparation and understanding of the Company’s financial statements and related
disclosures. The assumptions utilized in the application of these accounting policies are
complex and require a significant amount of subjective judgment.




MANAGEMENT 'S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATICNS (CONTINUED)

Loss and settlement expense reserves

Liabilities for losses are based upon case-basis estimates of reported losses,
estimates of unreported losses based upon prior experience adjusted for current trends, and
estimates of losses expected to be paid under assumed reinsurance contracts. Liabilities
for settlement expenses are provided by estimating expenses expected to be incurred in
settling the claims provided for in the loss reserves.

The amount of loss and settlement expense reserves reflected in the Company‘s financial
statements is determined based on an estimation process that is very complex and uses
information obtained from both Company specific and industry data, as well as general
economic information. The most significant assumptions used in the estimation process,
which vary by line of business, include determining the trend in loss costs, the expected
consistency in the frequency and severity of claims, changes in the timing of the reporting
of losses from the loss date to the notification date and expected costs to settle unpaid
claims. Established reserves are closely monitored and are' frequently: recomputed using a
variety of formulas and statistical techniques. The Company develops a range of expected
reserves based on the results of this analysis to determine the reasonableness of the
carried reserves. Should currently unknown or unidentified trends emerge that would
indicate that a change has occurred in the data supporting the assumptions utilized in the
estimation process, the Company would react accordingly, which could result in upward
adjustments to the Company’s reserves.

Deferred Policy Acquisition Costs and Related Amortizatiocn

Deferred policy acquisition costs are used to match the expenses incurred in the
production of insurance business to the income earned on this business. This adjustment is
necessary because statutory accounting principals require that expenses incurred in the
production of insurance business be expensed immediately, while premium income is recognized
ratably over the terms of the underlying insurance policies.

The method followed in computing deferred policy acguisition costs limits the amount of
such deferred costs to their estimated realizable value, which gives effect to the premium
to be earned, related investment income, losses and settlement expenses and certain other
costs expected to be incurred as the premium is earned. Amortization of deferred policy
acquisition costs is calculated as the difference between the beginning and ending amounts
of deferred policy acquisition costs plus the amount of costs deferred during the current
vear. Deferred policy acquisition costs and related amortization are calculated separately
for the property and casualty insurance segment and the reinsurance segment. Deferred
policy acquisition costs were not subject to limitation at December 31, 2001; however, the
reinsurance segment could be subject to such a limitation in the next two years if
underwriting results do not improve. Management does not consider this limitation to be
likely due to the improving rate environment for both the reinsurance segment and the

reinsurance industry.

Daferred Income Taxes

The realization of the deferred income tax asset is based upon projections that
indicate that a sufficient amount of future taxable income will be earned to utilize the tax
deductions that will reverse in the future. These projections are based on the Company’s
history of producing significant amounts of taxable income, the improving premium rate
environment for both the property and casualty insurance segment and the reinsurance segment
and loss and expense control initiatives that have been implemented during the last two
years. In addition, management has formulated tax-planning strategies that could be
implemented to generate taxable income if needed. Should the projected taxable income and
tax planning strategies not provide sufficient taxable income to recover the deferred tax
asset, a valuation allowance would be required.
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CONSOLIDATED RESULTS OF OPERATIONS

Operating results for the three years ended December 31, 2001 are as follows:

($ in thousands) 2001 2000 1999
Premiums CaArned .. i v vv i ie ittt i ettt e e $265,280 $231,459 $211,098
Losses and settlement eXpensSes . .....ceeierereennnasanes 221,819 189,522 176,876
Acquisition and other expenses .........cocivvreereinnn 80,251 71,401 66,760
Underwriting LoSS .t ii ittt ittt ittt it teeeaeeetinanenans (36,8590) (29,464) (32,538)
Net investment InCOmMe ... .... it ivieneennerorerenennnans. 30,870 29,006 25,760
Other (loSsS) INCOME . ...ttt ittt ienttenetnanennnenns {£22) (35) 510
Operating loss before income tax benefit ............... (€,342) (493) (6,268)
Realized investment gains .........c'iiiiiinrenrennnennnn 800 1,558 277
(Loss) income before income tax benefit ................ (5,542) 1,065 {5,991)
Income tax benefit ........cctiiiiii it e e {3,438) (1,264) (5,187)
Net (1losSS) InCOme .. .i ittt in ittt ietieenresenenannnanns $ (2,106) s 2,329 S (804)
Incurred losses and settlement expenses:
Insured events oOf CUrrent year .........eereveneeeeens $216,752 $191,425 $182,609
Increase (decrease) in provision for insured events
Of PriOr YOAIS v it itttteineeerenaeseaeensnenanananss 5,167 {1,903) (5,733)
Total losses and settlement expenses ............. $221,91¢9 $189 522 $176,876
Catastrophe and StoOrm 10SSES ... iuiiieserananennaansnnan $ 22,947 $ 8,604 $ 11,162

Operating results before income taxes declined significantly in 2001 despite continued
improvement in overall premium rate adeguacy. This decline is primarily attributed to a
record amount of catastrophe and storm losses and an unusually large amount of adverse
development on prior years' reserves which was evident in both the property and casualty
insurance segment and the reinsurance segment. In addition, the results for 2001 were
negatively impacted by $1,328,000 of surety bond losses in the reinsurance segment stemming
from the Enron collapse. The improvement in the operating results for 2000 was attributed
to the property and casualty insurance segment, which experienced a decline in loss
frequency and a moderate increase in overall premium rate adequacy.

Inadequate premium rates, which resulted from several years of intense rate competition
within the insurance industry, continued to hamper the Company'’'s performance during 2001.
After bottoming out in 1998, premium rate levels have shown moderate, but steady,
improvement over the last three years. During 2000 and 2001, implemented rate increases have .
grown progressively larger as a result of industry-wide movement toward adequate premium
rate levels and this trend of progressively larger rate increases is expected to intensify
through 2002. Based on these trends and current projections, management believes that
premium rates could approach adeguate levels for the first time in nearly a decade in 2003.

The improvement that has been achieved in premium rate adequacy over the last three years
will have a positive impact on future operating results, but the unpredictable nature of
catastrophe and storm losses will remain. In the meantime, management continues to work
toward improving profitability through focused underwriting programs for the existing book
of business, reviews of the agency force and controlled usage of discretionary rate credits.

Effective January 1, 2001, the Company began recording the full-term written premium
and related commission expense at the inception of insurance policies that are billed on an
installment basis. Previously, such amounts were recorded as each installment became due.
As a result, written premiums and unearned premiums increased $13,884,000, invested assets
increased $11,881,000 and the Company incurred $1,706,000 of commission expense and $297,000
of premium tax expense. These expenses were offset by a $3,054,000 increase in deferred
policy acguisition costs, resulting in $1,051,000 of non-recurring income that was amortized
into operations on a quarterly basis.




MANAGEMENT ‘'S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATICNS (CONTINUED)

Operating results for 2001 were not materially impacted by the terrorist attack on the
World Trade Center. The property and casualty insurance segment incurred losses of $56,000
from this event while the reinsurance segment's losses were capped at $1,500,000 under the
guota share agreement with Employers Mutual. The reinsurance segment recorded $2,001,000 of
reinstatement premium income and $190,000 of commission expense on its assumed book of
business but was not required to pay the reinstatement premiums on Employers Mutual’s
outside reinsurance protection, which totaled $2,450,000, under the terms of the quota share
agreement. Reinstatement premiums are a common provision in catastrophe reinsurance
contracts that allow reinsurance coverage that has been depleted to be “reinstated” for the
remainder of the contract term through the payment of additional premium. In addition, the
World Trade Center loss resulted in the elimination of a $310,000 contingent commission
income accrual that had been established in the second gquarter of 2001 by the reinsurance
segment due to good loss experience on the outside reinsurance program. The net impact
reflected in the Company's financial statements for the World Trade Center catastrophe was a
loss of $55,000.

The operating results reported for 2000 include earnings of $1,517,000 associated with
a change in the property and casualty insurance segment’s estimate of additional premium
income expected on policies, primarily workers' compensation, subject to audit. This change
in estimate was prompted by additional research that was conducted in connection with a
required change in the tax accounting method used for recognizing audit-based premiums.

Premiums earned increased 14.6 percent in 2001, 9.6 percent in 2000 and 8.7 percent in
1999. Both the property and casualty insurance segment and the reinsurance segment achieved
significant growth in 2001 through a combination of implemented rate increases and increased
exposures. Applications for insurance coverage continued at high levels during 2001 despite
rising premium rates due to the fact that some of the Company'’'s competitors have withdrawn
from certain markets or implemented larger rate increases. The Company continues to be
selective in the insurance risks that it accepts and has been able to price both new and
renewal business at more adequate levels. Policy counts remained relatively steady in the
commercial lines of business during 2001 and decreased slightly in the personal lines of
business.

Losses and settlement expenses increased 17.1 percent in 2001, 7.1 percent in 2000 and
12.0 percent in 1999. Active storm patterns during 2001 produced a record amount of
catastrophe and storm losses for the Company and kept catastrophe and storm losses at an
elevated level for the third time in the last four years, compounding the impact of the
inadequate premium rate levels that have existed during this time period. 1In addition, the
Company experienced a significant amount of adverse development on prior years’ reserves in
2001, which contributed to the large increase in losses and settlement expenses. The
Company has historically experienced favorable development in its reserves and its reserving
practices have not changed; however, the amount of development experienced will fluctuate
from year to year as individual claims are settled and new information becomes available on
open claims. The results for 2000 reflect a decline in overall loss frequency in the
property and casualty insurance segment, but this improvement was partially offset by
increased loss experience in the reinsurance segment. Results for 1999 reflect an unusually
large increase in both the frequency and severity of losses unrelated to catastrophe and

storm activity:

The catastrophe and storm loss amounts reported for 1999 reflect ceded reinsurance
recoveries of $3,825,000 related to an aggregate excess of loss catastrophe reinsurance
agreement that was in effect that year for the property and casualty insurance segment. Due
to substantial changes in both the terms and the cost of the coverage, this reinsurance
protection was not renewed for 2000 and subsequent years.

Acquisition and other expenses increased 12.4 percent in 2001, 7.0 percent in 2000 and
5.0 percent in 1999. These increases are primarily attributed to the higher premium levels
reported for these years. The increase for 2001 was limited by the increase in deferred
policy acquisition costs that resulted from the change in the recording of installment based
premiums. The increase in 2000 was limited by a $824,000 decline in contingent commission
expense in the reinsurance subsidiary.
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Net investment income increased 6.8 percent in 2001, 12.6 percent in 2000 and 3.6
percent in 1999. The increase for 2001 is primarily attributed to a higher average invested
balance in fixed maturity securities. During 2001 the Company experienced a significant
amount of call activity on its fixed maturity securities due to the large decline in
interest rates. Proceeds from this call activity were reinvested at lower current interest
rates, which will have a negative impact on future investment income. The large increase in
2000 reflects both a higher average invested balance in fixed maturity securities and an
increase in the average rate of return earned on the fixed maturity portfolio. During 2000
and 1999, the Company sold approximately $69,000,000 of tax-exempt securities and reinvested
the proceeds into taxable securities in order to achieve a better rate of return after
taxes. The increase in 1999 is attributed to an increase in the average invested asset
balance.

Realized investment gains have fluctuated considerably over the last three years due to
changes in the Company'’s investment strategies and the bond and equity markets. "Realized
investment gains for 2001 include $563,000 from the Company”s equity portfolio, net of
$310,000 of realized losses associated with the sale of Enron stock, with the remainder
coming primarily from calls on taxable fixed maturity securities. The realized investment
gains of 2000 include $531,000 from the disposal of tax-exempt fixed maturity securities,
$531,000 from the disposal of other fixed maturity securities and $496,000 from the
Company’s equity portfolio. The realized investment gains for 1999 reflected $1,590,000 of
gains from the disposal of tax-exempt fixed maturity securities, but these gains were mostly
offset by realized losses of $1,321,000 that were recognized on the Company’'s equity
portfolio.

Income tax benefits have fluctuated during the last three years in conjunction with the
Company'’s operating results and a decline in the amount of tax-exempt interest income
earned. Due to the change in the allcocation of the Company’s investment portfolio noted
above, tax-exempt interest decreased from $6,784,000 in 1999 to $4,922,000 in 2000 and
$4,314,000 in 2001. The income tax benefit for 2000 reflects $470,000 of benefit from the
elimination of an accrual that had been carried for potential tax examination adjustments
and $775,000 of expense associated with required changes in the tax accounting methods used
to recognize audit-based premiums and installment premiums. The income tax benefit for 1899
includes $800,000 related to a reduction in a deferred tax valuation allowance associated
with future postretirement benefit deductions. The valuation allowance was eliminated in
1999 due to the establishment by Employers Mutual of Voluntary Employee Beneficiary
Association (VEBA} trusts that will fund the liability for postretirement benefits.

In December of 2001, three of the Company’'s property and casualty insurance
subsidiaries issued an aggregate of 525,000,000 of surplus notes with an interest rate of
5.38 percent to Employers Mutual. These surplus notes were issued in response to leverage
concerns raised by certain regulatory authorities. The amount of insurance that a property
and casualty insurance company writes under industry standards is commonly expressed as a
multiple of its surplus calculated in accordance with statutory accounting practices.
Generally, a ratio of 3 to 1 is considered satisfactory by regulatory authorities. The
surplus position of these three companies had declined over the last three years due to
substandard operating results and the payment of dividends to the parent company. A
preliminary analysis of th= 2001 operating results indicated that the writings to surplus
ratio for these three companies would likely exceed the 3 to 1 level at December 31, 2001 if
surplus notes were not issued. It should be noted that surplus notes are considered to be a
componenrt of surplus for statutory reporting purposes due to the fact that the notes have no
maturity date and all payments of interest and principal must be approved in advance by the
insurance commissioner of the state of domicile of the respective insurance company;
however, under generally accepted accounting principals, surplus notes are considered to be
debt and are reported as a liability in the Company’s financial statements.

A.M. Best Company, an insurance industry rating agency, announced on July 10, 2001 that
their rating of the EMC Insurance Companies, which includes the Company‘s property and
casualty insurance subsidiaries, was changed from “A” (Excellent) to “A-” (Excellent). This
rating action reflects A.M. Best’s opinion of the EMC Insurance Companies’ underwriting
performance and operating losses during the three years ended December 31, 2000. Despite
this rating action, A.M. Best stated that the EMC Insurance Companies’ “Excellent” rating
reflects its strong capitalization, conservative operating strategies and local-market
presence. Management does not believe that the new rating will have a material impact on
the Company'’s operations.
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The September 11, 2001 terrorist attack on the World Trade Center had a significant
impact on the operating results of the insurance industry in 2001, but the repercussions of
this atrocious act will last well beyond 2001. Limitations of coverage, exclusions for
terrorist activities and significant increases in pricing were commonplace for reinsurance
policies renewing in January 2002. The Company's property and casualty insurance
subsidiaries were not immune to these factors and experienced significantly higher costs and
increased retentions when their reinsurance program was renewed for 2002. Due to the lack
of action by Congress to address the need for a federal government reinsurance program for
terrorist acts, most states, with the exception of California and New York, have adopted
changes to their laws which allow insurance companies to exclude terrorism coverage on
commercial lines of business if reinsurance protection is not available. To date, the
Company's property and casualty insurance subsidiaries have not implemented across-the-board
terrorism exclusions on their commercial lines of business and have chosen instead to
evaluate each commercial risk for terrorism exposures. State insurance laws do not allow
terrorism exclusions for workers’ compensation or personal lines cf business. The property
and casualty insurance subsidiaries have purchased separate terrorism coverage for 2002 in
order to provide limited protection from future terrorist exposures, as all standard
reinsurance policies now exclude coverage for terrorist activities.

SEGMENT RESULTS
Property and Casualty Insurance

Operating results for the three years ended December 31, 2001 are as follows:

($ in thousands) 2001 2000 1399
Premiums @arned ... v i ien e eeeneeeenronennesnneanensas £203,393 $184,986 $167,265
Losses and settlement eXpenses .....-......c..... e 168,344 149,519 140,481
Acqguisition and other expenses ........c.cvvcreneeneansn 81,877 57,748 53,310
UnAderwriting LlOSS .. v it ittt it eneenonnneneeanarenan (26,828) (22,281) (26,526)
Net investment income .........ivivieinrnnenronronennnns 22,458 20,788 18,283
Other (loSS) INCOmME .. ....iivt it ittt it tenearennanaes {62) 286 781
Operating loss before income taxes ..........coveueennn. § (4,432) $_(1,207) S (7,462)
Incurred losses and settlement expenses:
Insured events of current Year ........c.ccevernecacns $167,152 $152,360 $145,806
Increase (decrease) in provision for insured events
Of Prior YearS . it ittt it ittt e e e e 1,182 (2,841) (5,325)
Total losses and settlement eXpPenses ............. $168,344 $149,519 $140,481
Catastrophe and storm 1loSSes .........cieieeeerncaansnns $ 15,813 $§ 7,945 $ 7,289

Premiums earned increased 10.0 percent in 2001, 10.6 percent in 2000 and 7.6 percent in
1999. The majority of the growth for 2001 is attributed to rate increases that were
implemented during the last two years and an increase in the exposure base of the commercial
lines of business. Premium rate levels for property and casualty insurance continued to
improve during 2001 as average rate level increases ranging from six to eighteen percent
were implemented in virtually all lines of business, with larger increases for individual
accounts. Premium rate increases have grown progressively larger during the last two years
and this trend is expected to intensify through 2002. Based on current trends and
projections, management anticipates that premium rates could approach adequate levels by
early 2003. It should be noted, however, that it takes a considerable amount of time for
implemented rate increases to have a noticeable impact on underwriting results due to the
timing of policy renewals and the fact that premiums are earned ratably over the life of the
policy. The growth in premium income during 2000 and 1999 was driven primarily by an
increase in policy count, which resulted from an improved retention rate on renewal business
and a steady amount of new business. Results for 2000 also benefited from an increase in
the exposure base on commercial lines of business as well as rate increases in most lines of
business. The premium income amount for 2000 includes $1,727,000 of income associated with
a change in the estimate of additional premium income expected on policies, primarily
workers'’' compensation, subject to audit as of December 31, 2000. This change in estimate
was prompted by additional research that was conducted in connection with a required change
in the tax accounting method used for recognizing audit-based premiums.
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Losses and settlement expenses increased 12.6 percent in 2001, 6.4 percent in 2000 and
9.2 percent in 1999. The increase for 2001 reflects a record amount of catastrophe and
storm losses, an unusually large amount of adverse development on prior years’ reserves and
an increase in both large losses and loss severity. Catastrophe and storm losses have had
an unusually large impact on operating results in three of the last four years due to the
persistence of active storm patterns that began in 1998. During 2001, these active storm
patterns produced large areas of wind and hail damage in the Midwest where the Company has a
concentration of property exposures. During the fourth guarter of 2001, the property and
casualty insurance segment experienced an unusually large amount of adverse development on
prior years'’ reserves, which resulted in adverse development being reported for the year.
This adverse development is attributed to the revaluation of individual claim liabilities in
select lines of business, a revaluation of formula based settlement expense reserves and an
increase in paid settlement expenses. The property and casualty insurance subsidiaries have
historically experienced favorable development in their reserves and reserving practices
have not been changed; however, the amount of development experienced will fluctuate from
year to year as individual claims  are settled and additional information becomes available
on open claims. The improvement in 2000 results was primarily attributed to a substantial
decline in loss fregquency from the elevated levels experienced in 1999.

Acquisition and other expenses increased 7.2 percent in 2001, 8.3 percent in 2000 and
3.6 percent in 1999. These increases are primarily related to the growth in premium income
reported for these years. The increase for 2001 was limited by the increase in deferred
policy acquisition costs associated with the change in the recording of installment based
policies. 1In addition, acquisition and other expenses for 2001 include $688,000 of
estimated guaranty fund assessments stemming from the Reliance Insurance Company insolvency,
which is the largest insolvency in the history of the property and casualty insurance
industry. When an insurance company is declared insolvent, claims that can not be satisfied
through the defunct insurance company’s assets are turned over to state guaranty funds for
payment through assessments against the solvent companies writing business in their state.
These assessments are payable over a number of years and most states permit a portion of
these assessments to be used as an offset in the calculation of premium taxes.

The property and casualty insurance segment has reported a substantial amount of
underwriting losses during the last three years due to a combination of inadequate premium
rates, increasing levels of catastrophe and storm losses, less favorable development of
prior years' reserves and increased loss severity and frequency. Underwriting results for
2001 did benefit from an improvement in premium rate adequacy; however, this improvement was
overshadowed by a record amount of catastrophe and storm losses and an unusually large
amount of adverse development on prior years’ reserves. Premium rates are expected to
continue to improve during 2002 and approach adequate levels in 2003. The improvement that
has been, and is expected to be, achieved in premium rate adeguacy will have a positive
impact on future operating results, but the unpredictable nature of catastrophe and storm
losses will remain. Management continues to work toward improving profitability through
focused underwriting programs for the existing book of business, reviews of the agency force
and controlled usage of discretionary rate credits.

Reinsurance

Operating results for the three years ended December 31, 2001 are as follows:

{$ in thousands) 2001 2000 1099
Premiums @armned .. ..... e innrnreneneennneeoeeneenennenns $ 61,887 S 46,473 $ 43,833
Logses and settlement eXpenses . .....c...veieerrenennnnnas 53,575 40,003 36,395
Acquisition and other expenses ..........ciiteiiineennnnns 18,374 13,653 13,450
Underwriting oSS . .i ittt ittt ettt et e e {10,062) {(7,183) (6,012)
Net investment InCOmME . ... iitin et et e eenneereneenennenns 8,318 7,873 7.114
L0008 4 100 e 5 o Lo o 111 e 78 80 119
Operating (loss) income before income taxes .............. $ (1,.668) S 770 $ 1,221
Incurred losses and settlement expenses:
Insured events of current vear ........c.ccevicraeiarannen § 49,600 $ 39,065 $ 36,803
Increase {decrease) in provision for insured events
Of Prior ¥YearS ..ttt itiiianetassseasosaasnasnnnsnnss 3,975 938 (408)
Total losses and settlement expenses ............... $§ 53,575 $ 40,003 $ 36,395
Catastrophe and storm loSSE5S .. ... 'v e ietreenaenneeennnn $ 7.134 S 659 $ 3,773
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Premium income increased 33.2 percent in 2001, 6.0 percent in 2000 and 13.2 percent in
1999. The large increase for 2001 reflects the addition of a new marine syndicate account
and several new contracts, growth in the exposure base of existing contracts, modest rate
increases and approximately $2,001,000 of reinstatement premiums associated with the World
Trade Center catastrophe. Industry premium rates, which started to rebound in 2000,
continued to show accelerating growth during 2001. Aggressive rate increases were placed on
all classes of assumed reinsurance business during the January 2002 renewal season, which is
when the majority of the reinsurance subsidiary’s contracts renew. These rate increases are
in line with the movement of the reinsurance industry as a whole towards more adequate rate
levels, particularly in light of the World Trade Center terrorist attack. The increase for
2000 was produced by growth in the exposure base on existing contracts and the addition of
several new contracts. Premium rate increases had a very minor impact on premium growth in
2000, as renewal rates were flat during the January 2000 renewal season. It should be noted
that the production increases reported for 2000 and 1999 were distorted by the delayed
reporting of several foreign reinsurance contracts that were written in 1998 but were
included in 1999 results. )

Losses and settlement expenses increased 33.9 percent in 2001, 9.9 percent in 2000 and
24.6 percent in 1999. The increase in 2001 is primarily attributed to a substantial
increase in catastrophe and storm losses and an unusually large amount of adverse
development on prior yvears’ reserves. Catastrophe and storm losses for 2001 included two
large Midwest wind and hail storms, flood losses from tropical storm Allison and losses from
the terrorist attack on the World Trade Center. The losses associated with these four
events were capped at $1,500,000 each under the terms of the quota share agreement with
Employers Mutual. The adverse development reported for 2001 is primarily associated with
construction defect claims arising from a reinsurance pool that the reinsurance subsidiary
participates in. The results for 2001 also include $1,328,000 of surety bond losses
stemming from the Enron collapse. Results for 2000 benefited from a significant decline in
catastrophe and storm losses; however, this benefit was partially offset by adverse
development on prior years' reserves, including those established for 1999 European storms,
increased loss severity on several aggregate treaties and property contracts, and increased
loss frequency in the workers’ compensation line of business. Results for 1999 reflect a
large decline in the amount of favorable development experienced on prior years’ reserves,
heavy storm losses in Europe and large losses on several property per-risk, property pro-
rata and aggregate excess of loss contracts.

Acguisition and other expenses increased 34.6 percent in 2001, 1.5 percent in 2000 and
11.2 percent in 1999. These increases are primarily related to the production increases
noted above. The reinstatement premiums recognized during 2001 resulted in the recognition
of approximately $100,000 of commission expense and $90,000 of override commission expense.
Commission rates on reinstatement premiums are much lower than the rates imposed on the base
premium. The relatively small increase for 2000 is attributed to two transactions that
produced a $824,000 decline in contingent commission expense. The first transaction was the
receipt of $420,000 of profit share commission income associated with the ocutside
reinsurance protection that the reinsurance subsidiary pays for to protect Employers Mutual
from catastrophic losses on its assumed book of business. The second transaction was a
$404,000 decline in contingent commission expense that was recognized by a reinsurance pool
that the reinsurance subsidiary participates in.

Underwriting results have declined steadily over the last three years due to inadequate
premium rates, higher levels of catastrophe and storm losses, adverse development on prior
yvears’' reserves and increased loss severity. Industry premium rate levels bottomed out in
1999 and have slowly improved over the last two years. The September 11 terrorist attack on
the World Trade Center has accelerated the pace of premium rate increases across the
industry and the reinsurance subsidiary was able to implement aggressive rate increases on
all classes of assumed reinsurance business during the January 2002 renewal season. These
rate increases, coupled with increased retentions and coverage exclusions (primarily
exclusions for terrorism losses), are expected to push reinsurance rates to an adequate
level by the end of 2002. Underwriting results should benefit from this improved rate
adequacy, but it is unknown whether the trend of increased loss frequency and severity will

continue.

Parent Company

The parent company reported operating losses before income taxes of $244,000, $56,000,
and $27,000 in 2001, 2000 and 1999, respectively. These declining operating results are
primarily attributed to a reduction in investment income associated with a decline in the
average invested asset balance. ‘
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LOSS AND SETTLEMENT EXPENSE RESERVES

Loss and settlement expense reserves are the Company’s largest liability. Management
continually reviews these reserves using a variety of statistical and actuarial techniques to
analyze claim costs, freguency and severity data, and social and economic factors. ’
Significant periods of time may elapse between the occurrence of an insured loss, the
reporting of the loss and the settlement of the loss. During the loss settlement period,
additional facts regarding individual claims become known, and accordingly, it often becomes
necessary to refine and adjust the estimates of liability on a claim. Such changes in
estimates are reflected in operating results in the year the changes are recorded.

The Company’s financial results have not been materially affected by losses associated
with asbestos and environmental exposures. Total reserves for asbestos and environmental
related claims amounted to $2,566,000 at December 31, 2001. Approximately $1,392,000 of these
reserves are attributed to the reinsurance business assumed by the Company’s reinsurance
subsidiary with the remaining $1,174,000 attributed to the direct insurance business written
by the parties to the pooling agreement.

LIQUIDITY AND INVESTMENTS

The Company maintains a portion of its investment portfolio in relatively short-term and
highly liquid investments to ensure the availability of funds to meet claims and expenses.
The remainder of the investment portfolio, excluding investments in equity securities, is
invested in securities with maturities that approximate the anticipated liabilities of the
insurance issued.

The Company considers itself to be a long-term investor and generally purchases fixed
maturity investments with the intent to hold them to maturity. Despite this intent, the
Company has historically classified a portion of its fixed maturity investments as available-
for-sale securities to provide flexibility in the management of the portfolio. Since the
third quarter of 1999, all newly acquired fixed maturity investments have been classified as
available-for-sale securities to provide increased management flexibility. The Company had an ‘
unrealized holding gain on fixed maturity securities available-for-sale of $4,494,000 at ;
December 31, 2001 compared to an unrealized holding gain of $3,107,000 at December 31, 2000
and an unrealized holding loss of $7,539,000 at December 31, 1999. The fluctuation in the
market value of these investments is primarily due to changes in the interest rate environment !
during this time period. Since the Company does not actively trade in the bond market, such
fluctuations in the fair value of these investments are not expected to have a material impact I
on the operations of the Company, as forced liquidations of investments are not anticipated. .
The Company closely monitors the bond market and makes appropriate adjustments in investment
policy as changing conditions warrant. At December 31, 1999 the Company established a
valuation allowance of $1,233,000 for the deferred tax asset associated with the unrealized
holding losses on the Company’s available-for-sale securities. This valuation allowance was
established due to uncertainties concerning the future realization of the tax benefit. During
2000, the valuation allowance was eliminated as the Company had a net unrealized holding gain
on its available-for-sale securities.

The majority of the Company’s assets are invested in fixed maturity securities. These
investments provide a substantial amount of investment income that supplements underwriting
results and contributes to net earnings. As these investments mature, or are called, the
proceeds will be reinvested at current rates, which may be higher or lower than those now
being earned; therefore, more or less investment income may be available to contribute to net
earnings depending on the interest rate level.

The Company participates in a securities lending program whereby certain fixed maturity
securities from the investment portfolio are loaned to other institutions for short periods of
time. The Company receives a fee for each security loaned out under this program and requires
initial collateral, primarily cash, equal to 102 percent of the market value of the loaned

securities.

During 1999 and 2000 the Company sold approximately $55,000,000 and $14, 000,000,
respectively, of investments in tax-exempt fixed maturity securities and reinvested the
proceeds in taxable fixed maturity securities. This change in asset allocation is not
expected to have a material impact on the operations of the Company, as forced liguidations of
investments are not anticipated.
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The major ongoing sources of the Company’s liquidity are insurance premium income,
investment income and cash provided from maturing or liquidated investments. The principal
outflows of cash are payments of claims, commissions, premium taxes, operating expenses,
income taxes, dividends, interest and principal payments on debt and investment purchases.

The Company generated positive cash flows from operations of $47,087,000 in 2001,
$21,519,000 in 2000 and $22,457,000 in 1999. The amount for 2001 includes $11,880,803
received from Employers Mutual in connection with a change in the recording of written
premiums and commissions on policies billed on an installment basis.

During the second quarter of 1999 the Company completed a $3,000,000 stock repurchase
plan that was approved by its Board of Directors on November 20, 1998. A total of 254,950
shares of common stock were repurchased under this plan at an average cost of $11.76 per
share.

Employers Mutual continued to reinvest 100 percent of its dividends in additional
shares of the Company’s common stock during 2001. Prior to the second quarter of 1999,
Employers Mutual was reinvesting 50 percent of its dividends in additional shares of the
Company’s common stock. Employvers Mutual has advised the Company that it intends to
reinvest 25 percent of its dividends in additional shares of the Company's common stock
during 2002. As a result of this dividend reinvestment activity, the Company expects to
become an 80 percent owned subsidiary of Employers Mutual during 2002. At that time the
Company will begin filing a consolidated tax return with Emplovers Mutual and its
subsidiaries.

MARKET RISK

The main objectives in managing the investment portfolios of the Company are to
maximize after-tax investment income and total investment return while minimizing credit
risks, in order to provide maximum support for the underwriting operations. Investment
strategies are developed based upon many factors including underwriting results and the
Company’s resulting tax position, regulatory requirements, fluctuations in interest rates
and consideration of other market risks. Investment decisions are centrally managed by
investment professionals and are supervised by investment committees of the respective
boards of directors for each of the Company’s subsidiaries.

Market risk represents the potential for loss due to adverse changes in the fair value
of financial instruments. The market risks of the financial instruments of the Company
relate to the investment portfolio, which exposes the Company to interest rate and equity
price risk, and to a lesser extent credit quality and prepayment risk. Monitoring systems
and analytical tools are in place to assess each of these elements of market risk.

Interest rate risk includes the price sensitivity of a fixed maturity security to
changes in interest rates and the affect on future earnings from short-term investments and
maturing long-term investments, given a change in interest rates. The following analysis
illustrates the sensitivity of the Company's financial instruments to selected changes in
market rates and prices. A hypothetical one percent increase in interest rates as of
December 31, 2001 would result in a corresponding pre-tax decrease in the fair value of the
fixed maturity portfolios of approximately $27,960,000 or 5.4 percent. 1In addition, a
hypothetical one percent decrease in interest rates at December 31, 2001 would result in a
corresponding decrease in pre-tax income over the next twelve months of approximately
$1,098,000, based on current maturity and prepayment patterns and assuming that all
securities with applicable call provisions would be redeemed and that the proceeds would be
reinvested at the lower rate. The Company monitors interest rate risk through the analysis
of interest rate simulations, and adjusts the average duration of its fixed maturity
portfolio by investing in either longer or shorter term instruments given the results of
interest rate simulations and judgments of cash flow needs. The effective duration of the
fixed maturity portfolio at December 31, 2001 was 5.15 years.

The valuation of the Company's marketable equity portfolios is subject to equity price
risk. In general, equities have more year-to-year price variability than bonds. However,
returns from equity securities over longer time frames have been consistently higher. The
Company invests in a diversified portfolio of readily marketable equity securities. A
hypothetical 10 percent decrease in the S&P 500 index as of December 31, 2001 would result
in a corresponding pre-tax decrease in the fair value of the Company’'s equity portfolio of

approximately $2,805,000.
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CONDITION AND RESULTS OF OPERATIONS (CONTINUED)

The Company invests in high quality fixed maturity securities, thus minimizing credit
quality risk. At December 31, 2001, the portfolio of long-term fixed maturity securities
consists of 8.3 percent U.S. Treasury, 7.3 percent government agency, 6.8 percent mortgage-
backed, 15.7 percent municipal, and 61.9 percent corporate securities. At December 31,
2000, the portfolio of long-term fixed maturity securities consisted of 12.5 percent U.S.
Treasury, 12.2 percent government agency, 12.3 percent mortgage-backed, 19.1 percent
municipal, and 43.9 percent corporate securities. The Company has one bond series (Southern
California Edison) that has gone into default. The bond’s market value has since recovered,
and it is currently being carried at its book and market value of $1,400,000.

Prepayment risk refers to the changes in prepayment patterns that can either shorten or
lengthen the expected timing of the principal repayments and thus the average life and the
effective yield of a security. Such risk exists primarily within the portfolio of mortgage-
backed securities. The prepayment risk analysis is monitored regularly through the analysis
of interest rate simulations. At December 31, 2001, the effective duration of the mortgage-
backed securities is 2.62 years with an average life and current yield of 4.6 years and 7.3
percent, respectively. At December 31, 2000, the effective duration of the mortgage-backed
securities was 3.9 years with an average life and current yield of 5.4 years and 7.4
percent, respectively. ‘

CAPITAL RESOURCES

Insurance company operations require capital to support premium writings. The Company
believes that its insurance company subsidiaries have sufficient capital to support their
expected premium writings in 2002 after the issuance of the $25,000,000 of surplus notes in
December 2001.

As previously noted, all payments of interest and principal on the surplus notes must
be approved in advance by the insurance commissioner of the state of domicile of the
respective insurance company. Interest payments are due January 1 of each year and, like
the principal amount of the notes, can only be paid out of surplus earnings of the
respective companies.

The National Association of Insurance Commissioners (NAIC) maintains certain risk-based
capital standards for property and casualty insurance companies. Risk-based capital
regquirements attempt to measure minimum statutory capital needs based upon the risks in a
company’s mix of products and investment portfolio. At December 31, 2001, each of the
Company ‘s insurance subsidiaries has a ratio of total adjusted capital to risk-based capital
well in excess of the minimum level required.

A major source of cash flows for the Company is dividend payments from its insurance
subsidiaries. State insurance regulations restrict the maximum amount of dividends
insurance companies can pay without prior regulatory approval. See note 6 of Notes to
Consolidated Financial Statements for additional information regarding dividend
restrictions. The Company received $5,525,000, $6,375,000 and $6,800,000 of dividends from
its insurance subsidiaries and paid cash dividends to its stockholders totaling $6,787,000,
$6,771,000 and $6,793,000 in 2001, 2000 and 1999, respectively.

As of December 31, 2001, the Company had nc material commitments for capital
expenditures.

INPACT OF INFLATION

Inflation has a widespread effect on the Company’s results of operations, primarily
through increased losses and settlement expenses. The Company considers inflation,
including social inflation that reflects an increasingly litigious society and increasing
jury awards, when setting reserve amounts. Premiums are also affected by inflation,
although they are often restricted or delayed by competition and the regulatory rate-setting
environment.
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MANAGEMENT 'S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS CF COPERATIONS (CONTINUED)

NEW ACCOUNTING PRONOUNCEMENTS

In June 1998, the Financial Accounting Standards Board (FASB) issued Statement of
Financial Accounting Standards (SFAS) 133, “Accounting for Derivative Instruments and
Hedging Activities,” effective for fiscal years beginning after June 15, 1999. 1In June
1999, the FASB issued SFAS 137, “Accounting for Derivative Instruments and Hedging
Activities - Deferral of Effective Date of FASB Statement No. 133,” which deferred the
effective date of SFAS 133 until fiscal years beginning after June 15, 2000. In June 2000,
the FASB issued SFAS No. 138 “Accounting for Certain Derivative Instruments and Certain
Hedging Activities - an amendment of FASBE statement No. 133.” SFAS No. 138 addresses a
limited number of Statement No. 133 implementation issues, and was effective for fiscal
years beginning after June 15, 2000. Currently, the Company’s investment strategy does not
include investments in derivative instruments or hedging activities. Therefore, adoption of
this statement did not have any effect on the operating results of the Company.

In July 2001, the FASB issued SFAS No. 141, “Business-Combinations,” and SFAS No. 142,
*Goodwill and Other Intangible Assets.” SFAS No. 141 requires the purchase method of
accounting for all business combinations initiated after June 30, 2001 and establishes
specific criteria for the recognition of intangible assets separately from goodwill. SFAS
No. 142 addresses accounting for intangible assets, eliminates the amortization of goodwill
and provides specific steps for testing the impairment of goodwill. SFAS No. 142 is
effective for fiscal years beginning after December 15, 2001; however, the amortization
provisions apply to goodwill and intangible assets acquired after June 30, 2001. Other than
the requirement to eliminate the future amortization of the Company’s carried goodwill,
which has amounted to $135,000 per yvear, adoption of these statements is not expected to
have an impact on the operating results of the Company.

In October 2001, the FASB issued SFAS No. 144, "Accounting for the Impairment or
Disposal of Long-Lived Assets," which is effective for fiscal years beginning after December
15, 2001. This Statement supersedes SFAS No. 121, "Accounting for the Impairment of Long-
Lived Assets and for Long-Lived Assets to Be Disposed Of." SFAS No. 144 requires that one
accounting model be used for long-lived assets to be disposed of by sale, whether previously
held and used or newly acquired, and broadens the presentation of discontinued operations to
include more disposal transactions. Adoption of this statement will not have any effect on
the operating results of the Company.

DEVELOPMENTS IN INSURANCE REGULATION

In 1998, in a move to provide a consistent and comprehensive basis of statutory
accounting for all insurance companies, the NAIC adopted a comprehensive Codification of
Statutory Accounting Principles (Codification). Codification became effective in most
states, including the states of domicile of the Company'’s insurance subsidiaries, on January
1, 2001, and replaced the then current Accounting Practices and Procedures Manual as the
NAIC'’s primary guidance on statutory accounting. The adoption of Codification resulted in
changes to the accounting practices that the Company‘s insurance subsidiaries were using to
prepare their statutory financial statements. One of the more significant changes was the
recording of deferred income taxes. As a result of the adoption of Codification, the
statutory surplus of the Company'’s insurance subsidiaries increased by approximately
$9,110,000 on January 1, 2001.

CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS

The Private Securities Litigation Reform Act of 1995 provides issuers the opportunity
to make cautionary statements regarding forward-looking statements. Accordingly, any
forward-looking statement contained in this report is based on management's current
expectations and actual results of the Company may differ materially from such expectations.
The risks and uncertainties that may affect the actual results of the Company include but
are not limited to the following: catastrophic events and the occurrence of significant
severe weather conditions; state and federal legislation and regulations; changes in the
demand for, pricing of, or supply of insurance or reinsurance; changes in interest rates and
the performance of financial markets; the adequacy of loss and settlement expense reserves,
including asbestos and environmental claims; terrorist activities and federal solutions to
make available insurance coverage for acts of terrorism; timely collection of amounts due
under ceded reinsurance contracts; rating agency actions; and other risks and uncertainties
inherent in the Company’s business.
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Management’s Responsibility for Financial Reporting

The management of EMC Insurance Group Inc. and Subsidiaries is responsible for the
preparation, integrity and objectivity of the accompanying financial statements, as well as
other financial information in this report. The financial statements have been prepared in
accordance with accounting principles generally accepted in the United States and include
amounts that are based on management’s estimates and judgments where necessary.

The Company’s financial statements have been audited by Ernst & Young LLP, independent
certified public accountants. Management has made available to Ernst & Young LLP all of the
Company’s financial records and related data, as well as the minutes of the stockholders’
and directors’ meetings. Furthermore, management believes that all representations made to
Ernst & Young LLP during its audit were valid and appropriate. Their report appears
elsewhere in this annual report.

Management of the Company has established and continues to maintain a system of
internal controls that are designed to provide assurance as to the integrity and reliability
of the financial statements, the protection of assets from unauthorized use or disposition,
and the prevention and detection of fraudulent financial reportirig. The system of internal
controls provides for appropriate division of responsibility. Certain aspects of these
systems and controls are tested periodically by the Company’s internal auditors. Management
considers the recommendations of its internal auditors and the independent auditors
concerning the Company’s internal controls and takes the necessary actions that are cost-
effective in the circumstances to respond appropriately to the recommendations presented.
Management believes that as of December 31, 2001, the Company’s system of internal controls
was adequate to accomplish the above objectives.

The Audit Committee of the Board of Directors, composed solely of cutside directors,
met during the year -with management and the independent auditors to review and discuss audit
findings and other financial and accounting matters. The independent auditors and the
internal auditors have free access to the Audit Committee, with and without management
present, to discuss the results of their audit work.

///%ﬂ,&

Bruce G. Kelley /
President and

Vice President ang/
Chief Executive Officer Chief Financial Officer
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Report of Ernst & Young LLP, Independent Auditors

The Board of Directors and Stockholders
EMC Insurance Group Inc.

We have audited the accompanying consolidated balance sheet of EMC Insurance Group Inc.
and Subsidiaries as of December 31, 2001, and the related consolidated statements of income,
comprehensive income, stockholders’' equity, and cash flows for the year then ended. These
financial statements are the responsibility of the Company's management. Our responsibility
is to express an opinion on these financial statements based on our audit. The consolidated
balance sheet of EMC Insurance Group Inc. and Subsidiaries as of December 31, 2000 and the
related consolidated statements of income, comprehensive income, stockholders' equity, and
cash flows for each of the two years in the period ended December 31, 2000, were audited by
other auditors whose report dated February 27, 2001 expressed an ungualified opinion on these

statements.

We conducted our audit in accordance with auditing standards generally accepted in the
United States. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. 2an audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our

opinion.

In our opinion, the 2001 financial statements referred to above present fairly, in all
material respects, the consolidated financial position of EMC Insurance Group Inc. and
Subsidiaries at December 31, 2001 and the consolidated results of their operations and their
cash flows for the year then ended, in conformity with accounting principles generally

accepted in the United States.

February 26, 2002
Des Moines, Iowa
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The Board of Directors and Stockholders
EMC Insurance Group Inc.:

We have audited the accompanying consolidated balance sheet of EMC Insurance Group Inc.
and Subsidiaries as of December 31, 2000, and the related consolidated statements of income,
comprehensive income, stockholders’ equity and cash flows for each of the years in the
two-year period ended December 31, 2000. These consclidated financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on
these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in The
United States of America. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit. also includes assessing the
accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide
a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly,
in all material respects, the financial position of EMC Insurance Group Inc. and
Subsidiaries as of December 31, 2000, and the results of their operations and their cash
flows for each of the years in the two-year period ended December 31, 2000, in conformity
with accounting principles generally accepted in The United States of America.

KPMe LIP

Des Moines, Iowa
February 27, 2001
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EMC INSURANCE GROUP INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

December 31,

2001

2000

ASSETS
Investments (notes 1 and 9):
Fixed maturities:
Securities held-to-maturity, at amortized cost

(fair value $35,502,755 and $70,975,728) .. ..ivv.. .. $ 33,572,602 $ 70,202,324
Securities available-for-sale, at fair value
(amortized cost $384,410,393 and $279,770,031) ...... 390,214,177 284,400,891
Equity securities available-for-sale, at fair value
{(cost $28,686,321 and $28,742,915) ... it 33,322,767 34,720,458
Short-term investments, at COSL ...... i irmreeenmunen. 17,724,458 23,388,027
Fixed maturity securities on loan:
Securities held-to-maturity, at amortized cost
(fair value $35,962,133 and $48,599,702) ........... 32,505,305 45,509,199
Securities available-for-sale, at fair value
- (amortized cost $27,325,968 and $9,679,449) ........ 28,436,008 9,755,774
Total investments . .... ..t tnnneneeneennneenn 535,775,317 467,976,743
L= 7= N 558,073 490,226
Indebtedness of related party (note 2} ......cciiiiiienan. - 3,799,671
Accrued investment QnCOomMe ... ... iviiernineenneneneeanenenn 8,659,008 7,345,363
Accounts receivable (net of allowance for
uncollectible accounts of $573,502 and $633,000) ....... 1,081,024 274,014
Income taxes recoverable . ... ... ...t e 100,614 735,911
Reinsurance receivables (note 3) . ...ttt 14,501,336 11,925,355
Deferred policy acquisition costs (note 12) .............. 21,363,528 15,636,753
Deferred income taxes (note 10} .....iviiviiniineniennnnns 18,328,807 15,445,251
Intangible assets, including goodwill, at cost less '
accumulated amortization of $2,616,234 and $2,481,721 .. 241,586 1,076,099
Prepaid reinsurance premiums (note 3) ..........cciieinn... 2,275,231 1,945,099
Securities lending collateral (note 1) .........ccvivivr... 66,809,518 60,254,637
(0] ol o U= = =T = o = 1,170,655 770,552
POLALl ASSEES & ittt ittt it et e e e e e e e $671,564,697 $587,675,674
LIABILITIES
Losses and settlement expenses (notes 2, 4 and 5} ........ $314,518,588 $286,489,028
Unearned premiums (notes 2 and 12) ......c. it ieeennnnnn 99,382,176 73,678,414
Other policyholders’ funds ..........iiiirimtmtennnnneeenn 472,952 728,653
Surplus notes payable (note 11) ........ ...t iiennnnans 25,000,000 -
Indebtedness to related party (note 2) .........ciieiunenn 2,684,418 -
Postretirement benefits (note 13) ..... ... nnn 6,967,484 6,848,512
Deferred INCOME .. v it et in e tneeeeneraeeneesoeenneseseennnas - 78,212
Securities lending obligation (note 1) ...........ccvuo.. 66,808,518 60,254,637
Other liabilities ...ttt ittt ittt e ienaeenanannen 15,271,938 11,204,902
Total liabilities ...ttt e et r et i eeennns 531,107,074 439,282,358
STOCRHOLDERS’ EQUITY (notes 6, 7 and 14)
Common stock, $1 par value, authorized 20,000,000
shares; issued and outstanding, 11,329,987 shares
in 2001 and 11,294,220 shares in 2000 .......c.iviieenunn 11,329,987 11,294,220
Additional paid-in capital ........ .. e e 66,013,203 65,546,963
Accumulated other comprehensive income ..........oeeieweens 7,507,672 7,051,920
Retained CarNiNgS . c v v i e erareeen et aenneaeneeeeanneseennns 55,606,761 64,500,213
Total stockholders' eguity .......iiinieinnnnnn 140,457,623 148,393,316

Contingent liabilities (notes 3 and 16)

Total liabilities and stockholders’ equity ......... $671,564,697

See accompanying Notes to Consolidated Financial Statements.
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EMC INSURANCE GROUP INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME

Year ended December 31,

2001 2000 1999
REVENUES :
Premiums earned (notes 2 and 3) ............ $265,279,858 $231,458,442 $211,098,141
Investment income, net (note 9) ............ 30,969,630 29,006,316 25,760,561
Realized investment gains (note 9) ......... 800,582 1,557,870 276,673
Other InCome ... .it it iienirernenneeanens 774,168 1,473,113 2,194,162
297,824,239 263,495,741 239,329,537
LOSSES AND EXPENSES (note 2):
Losses and settlement
expenses {notes 3, 4 and 5) .............. 221,918,750 18%,521,674 176,876,248
Dividends to policyholders ................. 1,823,970 1,632,961 . 1,237,368
Amortization of deferred
policy acquisition costs ................. 55,687,015 51,288,479 48,056,918
Other underwriting exXpenses ................ 22,739,913 18,479,492 17,465,822
Other eXpPenSEeS . .civ i tinterinenoennensnns 1,196,470 1,508,523 1,684,455
303,366,118 262,431,129 245,320,811
(Loss) income before income
tax benefit .......... ..., {5,541,878%) 1,064,612 (5,991,274)
INCOME TAX BENEFIT (note 10):
CULTENLE « it vv e tietteenaraeenscenonanas {142,405) (307,677) (1,599,826)
Deferred ......iciiitiirineenrnanneaanan {3,293, 342) (956,742) (3,587,463)
{3,435,747) (1,264,419) (5,187,289)
Net (1lossS) iNCOME . .vvvivr e inrennnenns $ (2,106,132) s 2,329,031 5 (803,985)
Net (loss) income per common share
~ basic and diluted ......... ... ... 8 (.18) S .21 S (.07)
Average number of shares outstanding
- basic and diluted ....... ... ..., 131,312,063 11,284,885 11,330,705

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

Year ended December 31,

2001 2000 1999
Net (losSsS) InCome .. ....civerreernnenennnnnn $ (2,106,132) $ 2,329,031 $ (803,985)
COTHER COMPREHENSIVE INCOME (note 9):
Unrealized holding gains (losses) arising
during the period, before deferred
income tax expense (benefit) ........... 1,645,082 15,872,363 (15,597,992)
Deferred income tax expense (benefit) £82,629 4,164,014 (4,070,728)
$62,453 11,708,349 (11,527,264)
Reclassification adjustment for gains
included in net (loss) income, before
income tax exXpense .......c.iieceianaenn {(779%,540) (1,562,372) (268,742)
Income tax eXPEenSe .......c.ieeennnenoranan 272,839 531,206 91,372
{506,701) (1,031,166) (177,370)
Other comprehensive income (loss) 455,752 10,677,183 (11,704,634)
Total comprehensive (loss) income .... $§ (1,650,380) $ 13,006,214 $(12,508,619)

See accompanying Notes to Consolidated Financial Statements.
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EMC INSURANCE GROUP INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STCCKHOLDERS’ EQUITY

Year ended December 31,

2001 2000 1999
COMMON STCOCK:
Beginning of vear ..........uiiiiiiinnen. $ 11,294,220 $ 11,265,232 s 11,496,389
Issuance of common stock through
stock option plans ...........ciieriinn. 35,767 28,988 23,793
Repurchase of common stock (note 14) ..... - - (254,950)
End of year .. ....c.iiiiini it 11,325,887 11,294,220 11,265,232
ADDITIONAL PAID-IN CAPITAL:
Beginning of year ......... i nnnnn. 65,546,963 65,333,686 67,822,412
Issuance of common stock through
stock option plans ........cvieinnnen.. 466,240 213,277 255,001
Repurchase of common stock ............... ~ - (2,743,727)
End of vear ... iiiin it i e, 66,013,203 65,546,963 65,333,686
ACCUMULATED OTHER COMPREHENSIVE
INCOME:
Beginning of vear .....viiiitiniiinnnnan. 7,051,920 (3,625,263) 8,079,371
Change in other comprehensive
Income ... e e e 455,752 10,677,183 (11,704,634)
End of year ...ttt ittt it tiiineneenn 7,507,672 7,051,920 (3,625,263)
RETAINED EARNINGS:
Beginning of year ........ivteiiiinnnannn 64,500,213 68,942,622 76,539,668
Net (loss) income .........cevinmunnnnn (2,106,132) 2,329,031 (803,985)
Cash dividends on common stock ($.60 per
share in 2001, 2000 and 1998) .......... {6,787,320) (6,771,440) (6,793,061)
End of vear ...ttt e e e 55,606,761 64,500,213 68,942,622
Total stockholders' equity ............. $140,457,623 $148,393,316 $141.,916,277

See accompanying Notes to Consolidated Financial Statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS

Adjustments to reconcile net (loss)

CASH FLOWS FROM OPERATING ACTIVITIES:
income

to net cash provided by operating

activities:

Losses and settlement expenses
Unearned premiums
Other policyholders’

funds

Deferred policy acquisition costs

Indebtedness of related party

Accrued investment income
Accrued income taxes:

Current
Deferred

Realized investment gains
Postretirement benefits ..
Reinsurance receivables ..

Prepaid reinsurance premiums
Amortization of deferred income
Accounts receivable

Other, net

............

Cash provided by the property and
casualty insurance subsidiaries’
change in recording of full-term
premium amount on policies billed
on an installment basis (note 12)

Net cash provided by

operating activities

Year ended December 31,

2001 2000 1999
$(2,106,132) $ 2,329,031 (803,985)
28,029,560 19,975,004 20,903,701
13,822,959 8,687,285 3,527,078
{(255,701) {364,601) (858,429)
(5,726,775) (2,017,561Y (1,263,710)
6,484,089 (7,686,230} (1,976,126)
{1,313,645) (458,424) (1,021,632)
635,297 801,089 1,687,000
(3,293,342) (956,742) (3,587,463)
(800,582) ©(1,557,870) (276,673)
118,272 80,293 750,654
(2,575,981) {795,990) 5,498,426
{330,132) (664,535) (78,827)
(78,212} (80,619) (119,023)
{807, 010) 3,019,523 (514,496)
3,403,024 1,209,447 590,972
37,312,521 19,190,069 23,261,452
11,880,803 - -
$47,087,192 $21,519,100 $22,457,467
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EMC INSURANCE GROUP INC. AND SUBSIDIARIES

CONSCLIDATED STATEMENTS OF CASH FLOWS,

CONTINUED

Year ended December 31,

2001 2000 1999
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of fixed maturity
securities held-to-maturity ............ $ - $ - $(13,458,272)
Maturities of fixed maturity
securities held-to-maturity ............ 49,682,313 11,529,551 51,260,724
Purchases of fixed maturity
securities available-for-sale .......... (166,403,259) (52,060,772) (135,872,298)
Disposals of fixed maturity -
securities available-for-sale .......... 44,693,688 27,499,407 81,893,552
Purchases of equity securities
available-for-sale ........eoniemneennns {26,769,001) (23,203,788) (24,924,562)
Disposals of equity securities
available-for-sale .........c.iuiuiunvnn 27,388,659 23,451,048 25,037,159
Net sales (purchases) of
short-term investments ................. 5,663,568 (3,223,821) 2,495,796
Net cash used in investing
activities .....cveiiiiinianeen. {65,734,032) (16,008,377) (13,568,901)
CASH FLOWS FROM FINANCING ACTIVITIES:
Issuance of common stock ................. 502,007 242,265 278,794
Dividends paid to stockholders ........... (6,787,320) (6,771,440) (6,783,061)
Issuance of surplus notes (note 11) ...... 25,000,000 - -
Repurchase of common stock (note 14) ..... - - (2,998,677)
Net cash provided (used) in
financing activities ............ 18,714,687 (6,529,175) (9,512,944)
Net increase (decrease) in cash ............ 67,847 (1,018,452) (624,378)
Cash at beginning of year .................. 430,226 1,508,678 2,133,056
Cash at end of yvear ... ..t ennannn s 558,073 $ 490,226 $ 1,508,678
Income taxes recovered ........cicevecaaanan $ 778,316 $ 1,108,766 $ 3,294,499
Interest (received) paid .......c.iiiiveennn s (78,232} $ (23,722} 8 89,032

See accompanying Notes to Consolidated Financial Statements
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Principles of Comsolidation and Basis of Presentation

EMC Insurance Group Inc., a 79.5 percent owned subsidiary of Employers Mutual Casualty
Company (Employers Mutual), is an insurance holding company with operations in property and
casualty insurance and reinsurance. Both commercial and personal lines of insurance are
written, with the focus on medium-sized commercial accounts. About one-half of the premiums
written are in Iowa and contiguous states. The term “Company” is used interchangeably to
describe EMC Insurance Group Inc. (Parent Company only) and EMC Insurance Group Inc. and its
subsidiaries.

The Company’s subsidiaries include EMCASCO Insurance Company, Illinois EMCASCO Insurance
Company, Dakota Fire Insurance Company, Farm and City Insurance Company, EMC Reinsurance
Company and EMC Underwriters, LLC.

The consolidated financial statements have been prepared on the basis of accounting
principles generally accepted in the United States (GAAP), which differ in some respects from
those followed in reports to insurance regulatory authorities. All significant intercompany
balances and transactions have been eliminated.

The preparation of financial statements in conformity with GAAP requires management to
make estimates and assumptions that affect the reported amcunts of assets and liabilities and
the disclosure of contingent assets and liabilities at the date of the financial statements
and the reported amounts of revenues and expenses during the reporting periods. Actual
results could differ from those estimates.

Property and Casualty Imsurance and Reinsurance Operations

Premiums are recognized as revenue ratably over the terms of the respective policies.
Unearned premiumg are calculated on the daily pro rata method. Amounts paid as ceded
reinsurance premiums are reported as prepaid reinsurance premiums and amortized over the
remaining contract period in proportion to the amount of reinsurance protection provided.

Certain costs of acquiring new business, principally commissions, premium taxes and other
underwriting expenses that vary with and are directly related to the production of business
have been deferred. Such deferred costs are being amortized as premium revenue is recognized.

The method followed in computing deferred policy acquisition costs limits the amount of such
deferred costs to their estimated realizable value, which gives effect to the premium to be
earned, related investment income, losses and settlement expenses and certain other costs
expected to be incurred as the premium is earned.

Liabilities for losses are based upon case-basis estimates of reported losses, estimates
of unreported losses based upon prior experience adjusted for current trends, and estimates of
losses expected to be paid under assumed reinsurance contracts. Liabilities for settlement
expenses are provided by estimating expenses expected to be incurred in settling the claims
provided for in the loss reserves. Changes in estimates are reflected in current operating
results (see note 4).

Ceded reinsurance amounts with nonaffiliated reinsurers relating to reinsurance
receivables for paid and unpaid losses and loss settlement expenses and prepaid reinsurance
are reported on the balance sheet on a gross basis. Amounts ceded to Employers Mutual
relating to the affiliated reinsurance pooling agreement (see note 2) have not been grossed up
because the contracts provide that receivables and payables may be offset upon settlement.

The liabilities for losses and settlement expenses are considered adequate to cover the
ultimate net cost of losses and claims incurred to date. Since the provisions are necessarily
based on estimates, the ultimate liability may be more or less than such provisions.
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EMC INSURANCE GROUP INC. AND SUBSIDIARIES

NOTES TC CONSOLIDATED FINANCIAL STATEMENTS, CONTINUED

Investments

Securities classified as held-to-maturity are purchased with the intent and ability to
be held to maturity and are carried at amortized cost. Unrealized holding gains and losses
on securities held-to-maturity are not reflected in the financial statements. All othex
securities have been classified as securities available-for-sale and are carried at fair
value, with unrealized holding gains and losses reported as accumulated other comprehensive
income in stockholders’ equity, net of deferred income taxes. Short-term investments
represent money market funds and are carried at cost.

The Company’s carrying value for investments is reduced to its estimated realizable
value if a decline in the fair value is deemed other than temporary. Such reductions in
carrying value are recognized as realized losses and are charged to income. Premiums and
discounts on debt securities are amortized over the life of the security as an adjustment to
yvield using the effective interest method. Realized gains and losses on disposition of
investments are included in net income. The cost of investments sold is determined on the
specific identification method using the highest cost basis first. Included in investments
at December 31, 2001 and 2000 are securities on deposit with various regulatory authorities
as required by law amounting to $12,448,310 and $12,444,903, respectively.

The Company participates in a securities lending program whereby certain fixed maturity
securities from the investment portfolio are locaned to other institutions for a short period
of time. The Company receives a fee in exchange for the loan of securities and requires
initial collateral equal to 102 percent of the market value of the loaned securities. The
securities on loan to others have been segregated from the other invested assets on the
Company's balance sheet. In addition, the assets and liabilities of the Company have been
grossed up to reflect the collateral held under the securities lending program and the
obligation to return this collateral upon the return of the loaned securities.

In June 1998, the Financial Accounting Standards Board (FASB) issued Statement of
Financial Accounting Standards (SFAS) 133, “Accounting for Derivative Instruments and
Hedging Activities®, effective for fiscal years beginning after June 15, 1899. In June
1999, the FASB issued SFAS 137, “Accounting for Derivative Instruments and Hedging
Activities - Deferral of Effective Date of FASB Statement No. 1337, which deferred the
effective date of SFAS 133 until fiscal years beginning after June 15, 2000. In June 2000,
the FASB issued SFAS 138 “Accounting for Certain Derivative Instruments and Certain Hedging
Activities - an amendment of FASB statement No. 1337, SFAS 138 addresses a limited number
of Statement 133 implementation issues, and became effective for fiscal years beginning
after June 15, 2000. Currently, the Company’s investment strategy does not include
investments in derivative instruments or hedging activities. Accordingly, adoption of these
statements did not have any effect on the operating results of the Company.

Benefit Plans

The Company participates in Employers Mutual‘s defined benefit retirement plan covering
substantially all employees. The plan is funded by employer contributions and provides
benefits under two different formulas, depending on an employee's age and date of service.
Benefits generally vest after five years of service. It is Employers Mutual’'s policy to
fund pension costs according to regulations provided under the Internal Revenue Code.

Assets held in the plan are a mix of equity, debt and guaranteed interest securities and

real estate funds.

The Company also participates in Employers Mutual’'s postretirement benefit plans, which
provide certain health care and life insurance benefits for retired employees.
Substantially all employees may become eligible for those benefits if they reach normal
retirement age and have attained the required length of service while working for Employers
Mutual or its subsidiaries. The health care postretirement plan reguires contributions from
participants and contains certain cost sharing provisions such as coinsurance and
deductibles. The life insurance plan is noncontributory. The benefits provided under both
plans are subject to change.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS, CONTINUED

Employers Mutual maintains two Voluntary Employee Beneficiary Association (VEBA) trusts
which accumulate funds for the payment of postretirement health care and life insurance
benefits. Contributions to the VEBA trusts are used to fund the accumulated postretirement
benefit obligation as well as pay current year benefits. Assets held in the VEBA trusts are
primarily invested in life insurance products purchased from Employers Modern Life Company, a
subsidiary of Employers Mutual.

Income Taxes

The Company files a consolidated Federal income tax return with its subsidiaries.
Consolidated income taxes/benefits are allocated amcng the entities based upon separate tax
liabilities. The Company expects to become an 80 percent owned subsidiary of Employers Mutual
during 2002. At that time the Company will begin filing a consolldated tax return with
Employers Mutual and its subsidiaries.

Deferred income taxes are provided for temporary differences between the tax basis of
agsets and liabilities and the reported amounts of those assets and liabilities for financial
reporting purposes. Deferred tax assets and liabilities are measured using enacted tax rates
expected to apply to taxable income in the years in which those temporary differences are
expected to be recovered or settled. Income tax expense provisions increase or decrease in
the same period in which a change in tax rates is enacted. A valuation allowance is
established to reduce deferred tax assets to their net realizable value if it is “more likely
than not” that a tax benefit will not be realized.

Net (Loss) Income Per Share - Basic and Diluted

The Company’s basic and diluted net (loss) income per share are computed by dividing net
(loss) income by the weighted average number of common shares outstanding during each year.
The Company had no potential common shares outstanding during 2001, 2000 and 1999 that would
have been dilutive to net (loss) income per share. :

Intangible Assets

Goodwill, which represents the excess of cost over the fair value of net assets of
acquired subsidiaries, is being amortized on a straight-line basis over 25 years. The Company
reviews the recoverability of the unamortized balance of goodwill on a periodic basis using
projected cash flows. The recoverability of goodwill would be impacted if projected future
operating cash flows are not achieved.

In July 2001, the FASB issued SFAS No. 141, "Business Combinations" and SFAS No. 142
"Goodwill and Other Intangible Assets". SFAS No. 141 requires the purchase method of
accounting for all business combinations initiated after June 30, 2001 and establishes
specific criteria for the recognition of intangible assets separately from goodwill. SFAS No.
142 addresses accounting for intangible assets, eliminates the amortization of goodwill and
provides specific steps for testing the impairment of goodwill. SFAS No. 142 is effective for
fiscal years beginning after December 15, 2001; however, the amortization provisions apply to
goodwill and intangible assets acquired after June 30, 2001. Other than the requirement to
eliminate the future amortization of the Company's carried goodwill, which has .amounted to
$134,513 per year, adoption of these statements is not expected to have an impact on the
operating results of the Company.

Reclagzifications

Certain amounts previously reported in prior years’ consolidated financial statements '
have been reclassified to conform to current year presentation. :
1
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EMC INSURANCE GROUP INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS, CONTINUED

2. AFFILIATION AND TRANSACTIONS WITH AFFILIATES

Property and Casualty Insurance Subsidiaries

The Company’s four property and casualty insurance subsidiaries and two subsidiaries
and an affiliate of Employers Mutual are parties to reinsurance pooling agreements with
Employers Mutual (collectively the “pooling agreement”). Under the terms of the pooling
agreement, each company cedes to Employers Mutual all of its insurance business, with the
exception of any voluntary reinsurance business assumed from nonaffiliated insurance
companies, and assumes from Employers Mutual an amount equal to its participation in the
pool. All losses, settlement expenses and other underwriting and administrative expenses,
excluding the voluntary reinsurance business assumed by Employers Mutual from nonaffiliated
insurance companies, are prorated among the parties on the basis of participation in the
pool. The aggregate participation of the Company's property and casualty insurance
subsidiaries is 23.5 percent. Operations of the pool give rise to intercompany balances
with Employers Mutual, which are settled on a quarterly basis. The investment and income
tax activities of the pool participants are not subject to the pooling agreement.

The purpose of the pooling agreement is to spread the risk of an exposure insured by
any of the pool participants among all the companies. The pooling agreement produces a more
uniform and stable underwriting result from year to year for all companies in the pool than
might be experienced individually. In addition, each company benefits from the capacity of
the entire pool, rather than being limited to policy exposures of a size commensurate with
its own assets, and from the wide range of policy forms, lines of insurance written, rate
filings and commission plans offered by each of the companies. A single set of reinsurance
treaties is maintained for the protection of all companies in the pool. The pooling
agreement is continuous, but may be amended or terminated at the end of any calendar year as

to any one or more parties.

Reinsurance Subsidiary

The Company’s reinsurance subsidiary assumes a 100 percent quota share portion of
Employers Mutual'’s assumed reinsurance business, exclusive of certain reinsurance contracts.
This includes all premiums and related losses and settlement expenses of this business,
subject to a maximum loss of $1,500,000 per event. The reinsurance subsidiary does not
reinsure any of Employers Mutual’'s direct insurance business, nor any ‘“involuntary” facility
or pool business that Employers Mutual assumes pursuant to state law. In addition, the
reinsurance subsidiary is not liable for credit risk in connection with the insolvency of
any reinsurers of Employers Mutual. Operations of the quota share agreement give rise to
intercompany balances with Employers Mutual, which are settled on a gquarterly basis.

Premiums assumed by the reinsurance subsidiary from Employers Mutual amounted to
$66,287,442, $47,530,111 and $43,546,796 in 2001, 2000 and 1999, respectively. It is
customary in the reinsurance business for the assuming company to compensate the ceding
company for the acquisition expenses incurred in the generation of the business.
Commissions paid by the reinsurance subsidiary to Emplovers Mutual amounted to $15,892,684,
$10,795,106 and $10,156,159 in 2001, 2000 and 1999, respectively.

The reinsurance subsidiary pays an annual override commission to Employers Mutual in
connection with the $1,500,000 cap on losses assumed per event. Effective January 1, 2000,
the override commission rate was reduced to 4.50 percent of written premiums from 5.25
percent of written premiums because of good loss experience. Total override commission paid
to Employers Mutual amounted to $2,982,935, $2,138,855 and $2,286,207 in 2001, 2000 and
1999, respectively. Employers Mutual retained losses and settlement expenses under this
agreement totaling $14,442,561 in 2001, $373,847 in 2000 and $(6,484) in 1999. The
reinsurance subsidiary also pays for 100 percent of the ocutside reinsurance protection
Employers Mutual purchases to protect itself from catastrophic losses on the assumed
reinsurance business, excluding reinstatement premiums. This cost is recorded as a
reduction to the premiums received by the reinsurance subsidiary and amounted to $2,485,794,
$2,122,248 and $1,660,950 in 2001, 2000 and 1999, respectively.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS, CONTINUED

Services Provided by Emplovers Mutual

Employers Mutual provides various services to all of its subsidiaries. Such services
include data processing, claims, financial, actuarial, auditing, marketing and underwriting.
Costs of these services are allocated to the subsidiaries outside the pooling agreement
based upon a number of criteria, including usage and number of transactions. Costs not
allocated to these subsidiaries are charged to the pool and each pool participant shares in
the total cost in accordance with its participation percentage.

3. REINSURANCE

The parties to the pooling agreement cede insurance business to other insurers in the
ordinary course of business for the purpose of limiting-their maximum' Ioss exposure through
diversification of their risks. 1In its consolidated financial statements, the Company
treats risks to the extent they are reinsured as though they were rigks for which the
Company is not liable. Insurance ceded by the pool participants does not relieve their
primary liability as the originating insurers. Employers Mutual evaluates the financial
condition of the reinsurers of the parties to the pooling agreement and monitors
concentrations of credit risk arising from similar geographic regions, activities or
economic characteristics of the reinsurers to minimize exposure to significant losses from
reinsurer insolvencies.

As of December 31, 2001, reinsurance ceded to two nonaffiliated reinsurers aggregated
$6,744,237, which represents a significant portion of the total prepaid reinsurance premiums
and reinsurance receivables for losses and settlement expenses. These amounts reflect the
property and casualty insurance subsidiaries’ pool participation percentage of amounts ceded
by Employers Mutual to these organizations in connection with its role as “service carrier”.
Under these arrangements, Employers Mutual writes business for these organizations on a
direct basis and then cedes 100 percent of this business to these organizations. Credit
risk associated with these amounts is minimal, as all companies participating in these
organizations are responsible for the liabilities of such organizations on a pro rata basis.

The effect of reinsurance on premiums written and earned, and losses and settlement

expenses incurred, for the three years ended December 31, 2001 is presented below.

Year ended December 31,

2001 2000 1999
Premiumg written
B3 T o =Y o o $272,027,823 $249,896,499 $228,588, 440
Assumed from nonaffiliates ............. 1,898,309 1,220,442 781,225
Assumed from affiliates (note 12) ...... 239,990,245 244,762,032 221,051,986
Ceded to nonaffiliates ................. {11,188,227) (8,347,822) (7,270,686)
Ceded to affiliates .........cirvieunennn {272,027,823) (249,896,499) (228,588,440)

Net premiums written

o ..

Premiums carnsd

.............

280,699,527

$237,634,652

$214,562,515

B o =Y o oY $255,764,274 $245,078,165 $223,593,165
Assumed from nonaffiliates ............. 1,786,132 1,194,835 873,710
Assumed from affiliates ................ 274,352,821 237,946,894 217,416,300
Ceded to nonaffiliates ................. (10,858,095} (7,683,287) (7,191,869)
Ceded to affiliates ......cecevuneennnnn (255,764,274 (245,078,165) (223,593,165)

Net premiums earned

Losges and settlement expenses
incurred

.............

265,279,858

$231,458,442

$211,098,141

0 oY £221,314,633 $208,604,970 $183,031,797
Assumed from nonaffiliates ............. 1,336,824 400,360 429,244
Assumed from affiliates ................ 227,650,959 194,017,734 182,375,574
Ceded to nonaffiliates ...........cocve.- (7,069,033} (4,896,420) (5,928,570)
Ceded to affiliates .......covvivruvens {221,314,633) (208,604,970) (183,031,797)

Net losses and settlement
expenses incurred

.............

£221,918,75¢8
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EMC INSURANCE GROUP INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS, CONTINUED

4. LIABILITY FOR LOSSES AND SETTLEMENT EXPENSES

The following table sets forth a reconciliation of beginning and ending reserves for

losses and settlement expenses of the Company.

Amounts presented are on a net basis, with a

reconciliation of beginning and ending reserves to the gross amounts presented in the
consolidated financial statements.

2001 2000 1999
Gross reserves at beginning of year ........ $286,489,028 $266,514,024 $245,610,323
Ceded reserves at beginning of year ........ (11,224,797} {(10,260,815) (15,563,600)
Net reserves at beginning of year .......... 275,264,231 256,253,209 230,046,723
Incurred losses and settlement expenses:
Provision for insured events of the
CUYTENE YEAL & i ittt it rne e rensronennnens 216,752,003 191,425,036 182,609,687
Increase (decrease) in provision for
insured events of prior years .......... 5,166,747 {1,903,362) (5,733,439)
Total incurred losses and
settlement expenses .............. 221,918,750 189,521,674 176,876,248
Payments:
Losses and settlement expenses
attributable to insured events of the
CUXTYENE YeAT ittt ittt vt s nmeennnooeenann 94,983,112 82,912,082 72,970,531
Losses and settlement expenses
attributable to insured events of
PrioY YeaATS .ttt it ittt e 99,529,878 87,598,570 77,699,231
Total payments ....... . i 194,512,980 170,510,652 150,669,762
Net reserves at end of year ................ 302,669,991 275,264,231 256,253,209
Ceded reserves at end of vear .......cce.... 11,848,527 11,224,797 10,260,815

Year ended December 31,

$314,518,588 $266,514,024

Underwriting results of the Company are significantly influenced by estimates of loss
and settlement expense reserves. Changes in reserve estimates are reflected in operating
results in the year such changes are recorded. The Company experienced a significant amount
of adverse development on prior years' reserves in 2001, which contributed to the large
increase in losses and settlement expenses. The adverse development in the property and
casualty insurance segment is attributed to the revaluation of individual claim liabilities
in select lines of business, a revaluation of formula based settlement expense reserves and
an increase in paid settlement expenses. The adverse development in the reinsurance segment
is attributed to construction defect claims arising from a reinsurance pool that the
reinsurance subsidiary participates in. The Company has historically experienced favorable
development in its reserves and its reserving practices have not changed; however, the
amount of development experienced will fluctuate from year to year as individual claims are
settled and new information becomes available on open claims.

286,489,028

Gross reserves at end of year
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NOTES TO CONSOLIDATED FIMANCIAL STATEMENTS, CONTINUED

5. ASBESTOS AND ENVIRONMENTAL RELATED CLAIMS

The Company has exposure to asbestos and environmental related claims associated with
the insurance business written by the parties tc the pooling agreement and the reinsurance
business assumed from Employers Mutual by the reinsurance subsidiary. Reserves for asbestos
and environmental related claims totaled $2,565,515 and $2,829,252 at December 31, 2001 and

2000, respectively.

Estimating loss and settlement expense reserves for asbestos and environmental claims
is very difficult due to the many uncertainties surrounding these types of claims. These
uncertainties exist because the assignment of responsibility varies widely by state and
claims often emerge long after the policy has expired, which makes assignment of damages to
the appropriate party and to the time period covered by a particular policy difficult. 1In
establishing reserves for these types of claims, management monitors the relevant facts
concerning each claim, the current status of the legal environment, the social and political
conditions, and the claim history and trends within the Company and the industry.

6. RETAINED EARNINGS

Retained earnings of the Company’s insurance subsidiaries available for distribution as
dividends are limited by law to the statutory unassigned surplus of each of the subsidiaries
as of the previous December 31, as determined in accordance with accounting practices
prescribed by insurance regulatory authorities of the state of domicile of each subsidiary.
Subject to this limitation, the maximum dividend that may be paid within a 12 month period
by Iowa corporations without prior approval of the insurance regulatory authorities is
restricted to the greater of 10 percent of statutory surplus as regards policyvholders as of
the preceding December 31, or net income of the preceding calendar year on a statutory
basis. North Dakota imposes similar restrictions on the payment of dividends and
distributions. At December 31, 2001, $12,647,639 was available for distribution to the
Company in 2002 without prior approval.

The National Association of Insurance Commissioners (NAIC) utilizes a risk-based
capital model to help state regulators assess the capital adequacy of insurance companies
and identify insurers that are in, or are perceived as approaching, financial difficulty.
This model establishes minimum capital needs based on the risks applicable to the operations
of the individual insurer. The risk-based capital requirements for property and casualty
insurance companies measure three major areas of risk: asset risk, credit risk and
underwriting risk. Companies having less statutory surplus than required by the risk-based
capital requirements are subject to varying degrees of regulatory scrutiny and intervention,
depending on the severity of the inadequacy. At December 31, 2001, each of the Company’'s
insurance subsidiaries’ ratio of total adjusted capital to risk-based capital is well in
excess of the minimum level reguired.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS, CONTINUED

7. RECONCILIATION OF STATUTORY NET INCOME AND SURPLUS

The Company’s insurance subsidiaries are required to file financial statements with
state regulatory authorities. The accounting principles used to prepare these statutory
financial statements follow prescribed or permitted accounting practices that differ from
GAAP. Prescribed statutory accounting principles include state laws, regulations and
general administrative rules issued by the state of domicile as well as a variety of
publications and manuals of the NAIC. Permitted accounting practices encompass all
accounting practices not prescribed, but allowed by the state of domicile.

The Company’s insurance subsidiaries had no permitted accounting practices during 2001,
2000 and 1999. A reconciliation of net income and surplus from that reported on a statutory
basis to that reported in the accompanying consolidated statements on a GAAP basis is as
follows:

Year ended December 31,

2001 2000 1999

Net loss from insurance subsidiaries,

statutory basis ...ttt i e $ (8,289,542) S (1,599,085) $ (5,438,665)
Change in deferred policy acgquisition

costs (note 12) ...ttt i e 5,726,775 2,017,561 1,263,710
Change in other policyholders’ funds ....... 255,701 364,601 858,429
Pension benefit Ccost .....c.ciit it ans (338,933) {(631,007) {516,880)
Postretirement benefit cost ................ {471,088) (409,101) (583, 380)
Deferred income tax benefit ................ 3,186,926 946,154 3,585,061
Prior years’ income tax expense and related

o o= =Y = o - 48,111 (96,134)
Amortization of reserve discount on

commutation of reinsurance contract ...... 78,212 80,615 119,023
Change in recording of full-term premium

amount on policies billed on an

installment basis (note 12) .............. {2,003,620) - -
Change in estimate of audit-based premium

income, net of expenses .........c0 0. - 1,516,550 -
Other, net ...ttt ittt eetoeetoatonnenns (116,465) 105,623 32,487
Net (loss) income from insurance

subsidiaries, GAAP basis .......covivienn {(1,972,034) 2,380,026 (777,349)
Net loss from Parent COmMPany. ............... (134,098) (50,995) (26,636)

Net (loss) income, GAAP basis ............ $§ (2,106,132) S 2,329,031 3 (803,985)
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Surplus from insurance subsidiaries,
statutory basis
Deferred policy acquisition costs
Other policyholders’ funds payable
Pension benefit cost
Postretirement benefit cost
Deferred income tax asset
Goodwill
Reserve discount on commutation of
reinsurance contract in excess of
statutory recognition
Unrealized holding gains (losses) on
available-for-sale securities
Change in estimate of audit-based premium
income, net of expenses
Surplus notes payable (note 11)
Other, net
Equity from insurance subsidiaries,
GAAP basis
Equity from Parent Company
Stockholders’ equity, GAAP basis

..........
................

...................................

....................
............

..................

.................................

In 1998,
Principles

became effective in most states,

insurance subsidiaries, on January 1, 2001.

the NAIC adopted a comprehensive Codification of Statutory 2Accounting
(Codification) to replace the Accounting Practices and Procedures Manual as the

NAIC's primary guidance on statutory accounting.
consistent and comprehensive basis of statutory accounting for all insurance companies and
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CONTINUED

Year Ended December 31,

2001 2000 1999

$128,735,605 $110,371,864 $116,151,399
21,363,528 15,636,753 13,619,192
(472,952) (728,653) (1,093,254)
151,230 490,163 1,012,770
{4,293,301) (3,822,213) (3,351,848)
8,884,702 15,438,611 18,115,065
$41,586 1,076,099 1,210,612
- (78,212) (158,831}
6,871,345 4,681,459 (7,495,349)

- © 1,516,550 -
(25,000,000) - -
557,184 214,797 157,632
137,738,931 144,797,218 138,167,388
2,718,692 3,596,098 3,748,889
$140,457,.623 $148,393,316 $141,916,277

Codification is intended to provide a

including the states of domicile of the Company’s
The adoption of Codification resulted in

changes to the accounting practices that the Company’s insurance subsidiaries use to

prepare their statutory financial statements.
As a result of the adoption of Codification,

recording of deferred income taxes.

One of the more significant changes was the
the

statutory surplus of the Company‘s insurance subsidiaries increased by approximately

$9,110,000 on January 1, 2001.

Operating results for 2000 include earnings of $1,516,550 associated with a change in
the estimate of additional/return premium income expected on policies, primarily workers’

compensation, subject to audit in the property and casualty insurance segment.

This change

in estimate was prompted by additional research that was conducted in connection with a
required change in the tax accounting method used for recognizing audit-based premiums.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS, CONTINUED

8. SEGMENT INFORMATION

The Company’'s operations consist of a property and casualty insurance segment and a
reinsurance segment. The property and casualty insurance segment writes both commercial and
personal lines of insurance, with a focus on medium sized commercial accounts. The
reinsurance segment provides reinsurance for other insurers and reinsurers. The segments
are managed separately due to differences in the insurance products sold and the business
environment in which they operate. The accounting policies of the segments are described in
note 1, Summary of Significant Accounting Policies.

Summarized financial information for the Company’'s segments is as follows:

Property
and’ casualty ' Parent
Year ended December 31, 2001 insurance Reinsurance company Consgolidated
Premiums earned ............... $203,392,845 ¢§ 61,887,013 § - §265,279,858
Underwriting loss ............. (26,828,133) (10,061,657) - (36,889,7390C)
Net investment income ......... 22,457,7%8¢% 8,317,505 194,326 30,969,630
Realized gains .......ceuuvun... 681,349 118,233 - 800,582
Other income .................. 695,957 78,212 - 774,169
Other expenses .......ccveueu.. {757,783) - {438,687) {1,196,470}
Loss before income tax benefit $ (3,750,811) § (1,546,707) & (244,361) & (5,541,879)
ASSEES ..t e ittt $514,376,179 $157,360,388 $140,659,584 $812,396,151
Eliminations ......veveeeennennn : - ~ (140,831,454) (140,831,454)
Net assets .......ccoiu... 4514,376,179 $157,.360,388 $ (1731.870) $671,564,697
Year ended December 31, 2000
Premiums earned .......c.co00... $184,985,620 §$ 46,472,822 S - $231,458,442
Underwriting 1088 ........cv... (22,280,746) {7,183,418) - (29,464,164)
Net investment income ......... 20,787,679 7,873,040 345,597 29,006,316
Realized gains .......ccvviuno.. 1,242,233 315,101 536 1,557,870
Other income ......cvveveeenennn 1,392,494 80,619 - 1,473,113
Other expenses ........eeveeun. (1,106,996) ~ {401,527) (1,508,523)
Income (loss) before income
tax (benefit) expense ....... $ 34,664 $ 1,085,342 § (55,394) $ 1,064,612
BASSEES v ittt ittt ittt $442,300,700 $142,109,821 $148,566,455 $732,976,976
Eliminations ..........c.v..... - - (145,301,302) (145,301,302)
Net assets ...evevrnnnnnnn $442,300,700 $142,109,821 $ 3,265,153 $587,675,674
Year ended December 31, 13899 .
Premiums earned ............... $167,265,093 $ 43,833,048 S - $211,098,141
Underwriting loss ............. (26,526,524) (6,011,691) - (32,538,215)
Net investment income ......... 18,282,642 7,113,877 364,042 25,760,561
Realized (losses) gains ....... (4,127) 280,800 - 276,673
Other income .......c.eveveenan 2,075,087 119,023 52 2,194,162
Other expenses ........v.vevuus (1,293,561) - (390,894) (1,684,455)
{Loss) income before income
tax benefit .......... e $ (7.466,483) 8 1,502,009 S (26,800) 3 (5,991,274)
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9. INVESTMENTS

The amortized cost and estimated fair value of securities held-to-maturity and
available-for-sale as of December 31, 2001 and 2000 are as follows. The estimated fair
value is based on quoted market prices, where available, or on values obtained from
independent pricing services.

Gross Gross Estimated
Amortized unrealized unrealized fair
cost gains losses value
December 31, 2001
Securities held-to-maturity:
Fixed maturity securities:
U.S. treasury securities and
obligations of U.S. government
corporations and agencies .... § 57,443,480 § 4,938,670 § - § 62,382,150
Mortgage-backed securities ..... 8,634,427 448,311 - 9,082,738
Total securities
held-to-maturity ......... $ 66,077.907 % 5,386,981 S - § 71,464,888
Securities available-for-sale:
Fixed maturity securities:
U.S. treasury securities and
obligations of U.S. government
corporations and agencies .... § 53,080,155 § 171,555 § {(80,651) § 53,171,059
Obligations of states and
political subdivisions ....... 77,746,658 2,528,902 (510,260) 79,765,300
Mortgage-backed securities ..... 24,993,733 1,234,960 - 26,228,693
Debt securities issued by
foreign governments .......... 6,481,973 662,892 - 7,144,865
Public utilities ..........c.... 59,510,559 578,124 (1,182,696) 58,205,987
Corporate securities ........... 189,923,283 5,741,802 {2,230,804) 193,434,281
Total fixed maturity
securities ............... 411,736,361 10,918,335 {(4,004,511) 418,650,185
Equity securities:
Common StoCKS ... 27,689,811 6,190,284 (1,492,383} 32,387,702
Non-redeemable
preferred stocks ............. 996,510 6,055 {67,500) 935,065
Total equity securities .... 28,686,321 5,156,339 {1,559,893) 33,322,767
Total securities
available-for-sale ....... $440,422,682 $17.114,674 S$(5.564,404) $451,972,852
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December 31, 2000
Securities held-to-maturity:
Fixed maturity securities:

U.S. treasury securities and
obligations of U.S. government
corporations and agencies

Mortgage-backed securities

Total securities
held-to-maturity

Securities available-for-sale:
Fixed maturity securities:

U.S. treasury securities and
obligations of U.S. government
corporations and agencies

Cbligations of states and
political subdivisions

Mortgage-backed securities

Debt securities issued by
foreign governments

Public utilities

Corporate securities

Total fixed maturity
securities

Equity securities:
Common stocks
Non-redeemable

preferred stocks
Total equity securities

..................

Total securities
available-for-sale

AND SUBSIDIARIES

CONTINUED
Gross Gross Estimated
Amortized unrealized unrealized fair
cost gains losses value
$102,230,946 $ 4,084,693 § (581,938) $105,733,701
13,480,647 361,082 - 13,841,729
$115,711,593 S 4,445,775 $ (581,938) $119,575,430
$ 6,603,794 ¢ 212,480 § - $§ 6,816,274
79,782,459 2,607,857 (251, 346) 82,138,970
43,416,386 1,506,514 - 44,922,900
6,480,421 307,986 - 6,788,407
16,540,299 637,606 (13,691) 17,164,214
136,626,121 1,951,800 (2,252,121) 136,325,900
289,449,480 7,224,343 (2,517,158) 294,156,665
26,748,905 8,480,378 (2,474,801) 32,754,482
1,994,010 38,216 {(66,250) 1,965,976
28,742,915 8,518,594 (2,541,051) 34,720,458

$§318,192,395

$15,742,937

$(5,058,209)

$328,877,123

The amortized cost and estimated fair value of fixed maturity securities at December
Expected maturities may differ from

contractual maturities because borrowers may have the right to call or prepay obligations
with or without call or prepayment penalties.

31, 2001, by contractual maturity,

Securities held-to-maturity:
Due in one year or less

Due after one year through five years
Due after five years through ten years

Due after ten years
Mortgage-backed securities
Totals

Securities available-for-sale:
" Due in one year or less

Due after one year through five vears
Due after five years through ten years

Due after ten years
Mortgage-backed securities
Totals

are shown below.

.............................
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Estimated
Amortized fair

cost value
- $ -
....... 39,962,077 44,168,660
....... 11,489,373 12,098,320
5,892,032 6,115,170
8,634,425 8,082,738

£66,077,507

$ 39,266,534

71,464,888

$ 39,333,099

....... 16,524,878 17,064,621
....... 104,477,883 108,344,057
226,473,331 227,679,715
24,993,735 26,228,683

411,736,361

$418,650,185
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Realized investment gains and losses from calls and prepayments of fixed maturity
securities held-to-maturity and available-for-sale and sales of fixed maturity securities
and equity securities available-for-sale are presented below.

Year ended December 31,

2001 2000 1999

Fixed maturity securities held-to-maturity: .

Gross realized investment gains ................. § 21,042 $ 536 $ 7,931

Gross realized investment 1losses ................ - (5,038) -
Fixed maturity securities available-for-sale:

Gross realized investment gains ................. 235,515 1,074,068 1,593,437

Gross realized investment 1oSSeS .......ceevenn.. (1g,039) (7,237) (3,490)
Equity securities available-for-sale:

Gross realized investment gains ................. 4,050,256 3,911,717 2,299,740

Gross realized investment losses ................ {3,487,192) . (3,416,176) (3,620,945)

L 3 o8 T = $§ 800,582 $1,557,870 s$ 276,673

During 2000 and 1999, the Company sold approximately $14,000,000 and $55,000,000,
respectively, of investments in tax-exempt fixed maturity securities available-for-sale and
reinvested the proceeds into taxable fixed maturity securities available-for-sale that pay a
higher interest rate. This change in asset allocation was implemented to increase the
Company’s after-tax rate of return on its investment portfolio. Realized investment gains
from the disposal of these tax-exempt fixed maturity securities amounted to $531,352 for
2000 and $1,589,953 for 1999.

A summary of net investment income is as follows:

Year ended December 31,

2001 2000 1999
Interest on fixed maturities .........cvveeunn.. $2%8,507,3515 $27,857,760 $24,504,253
Dividends on equity securities ............ceu.. 551, 066 494,941 582,496
Interest on short-term investments ............. 1,425,167 1,114,717 1,387,774
Fees from securities lending .........c.vveeun.. 132,905 96,709 21,313
Total investment income ..........cevieeuen.. 31,616,653 29,564,127 26,495,836
Investment @XPeNSES ... ...vcteriencrenneenennens (647,023) (557,811) (735,275)
Net investment income ..........ceevenueaan. $30,969,63¢C $29,006,316 $25,760,561

A summary of net changes in unrealized holding gains (losses) on securities available-
for-sale is as follows:

Year ended December 31,

2001 2000 1999
Fixed maturity securities ........c.cvereennnn. $ 2,206,640 S 12,246,089 $(16,923,379) !
Applicable deferred income tax expense !
[ <75 s 1= i 1 2 T U 819,3%¢€ 4,163,670 (5,753,949) !
Total fixed maturity securities ........... 1,387,244 8,082,419 (11,169,430)
Equity securities .......c.iiiieiiiiianereaann, {1,341,098) 2,063,902 1,056,645
Applicable deferred income tax (benefit)
(= =3 o == {409,606) 701,728 359,259
Total equity securities ..........cccieun. (931,492) 1,362,174 697,386
Deferred income tax valuation allowance ....... - (1,232,590) 1,232,590

Total available-for-sale securities ....... s 455,752 $ 10,677,183 $(11,704,634)
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10. INCOME TAXES

Temporary differences between the consclidated financial statement carrying amount and
tax basis of assets and liabilities that give rise to significant portions of the deferred

income tax asset at December 31, 2001 and 2000 are as follows:
Year ended December 31,

2001 2000

Loss reserve disCoUnting ... it itit ittt it ettt ea i $15,487,210 $14,278,749
Uniearned premium reserve limitation .............c.iiiienrennnnn 6,520,646 4,833,178
Postretirement benefits ... ..ttt ittt it tnerenanerans 2,187,059 2,039,914
Other policyholders’ funds PAYabLle ...t vvutnnrun e 165,533 247,742
Net operating loss carry forward ...........0 i enennnn 3,481,087 1,060,347
Minimum tax Credil i et ittt ettt it eteintneroneseenaenenennnns 2,158,360 2,243,133
L@ ] o o L ol o U o N 457,464 524,725
Total deferred income £ax ASSEL . .vvvr et ineneneraneeenns 30,457,358 25,227,788
Deferred policy acquisition COSES ... ivenintnnreneeenanannn (7,477,235) (5,316,496)
Net unrealized holding gains .........eiiiieieneneeeenennns ve.. (4,042,595) (3,632,808)
o Y= oD - V= A P {608,722) (833,233)
Total deferred income tax liability .........c.ciiuienna.. {12,128,552) (9,782,537)

Net deferred income ta@X ASSEL . vt v e inennrereneeneennns $18,328,807 $15,445,251

At December 31, 2001, the Company has $9,945,962 of net operating loss carry forwards,
of which $4,809,789 and $5,136,173 will expire, if unused, in years 2020 and 2021,
respectively.

Based upon anticipated future taxable income and consideration of all other available
evidence, management believes that it is °*more likely than not” that the Company's net
deferred income tax asset will be realized.

The actual income tax benefit for the years ended December 31, 2001, 2000 and 1999
differed from the “expected” tax (benefit) expense for those years (computed by applyving the
United States federal corporate tax rate of 35 percent (34 percent for 2000 and 19%9) to

(loss) income before income tax benefit) as follows:
Year ended December 31,

2001 2000 1999
Computed “expected” tax (benefit) expense ......... $(1,939,658) 3 361,968 $(2,037,033)
Increases (decreases) in tax resulting from:
Tax-exempt interest income .................... {(1,509,839) (1,673,566) (2,306,517)
Change in accrual of prior year taxes ......... - (470,000) -
Change in valuation allowance ..........c.0.0... - - (800,000)
Proration of tax-exempt interest and dividends
received deduction ........cciiiiiiiiiinen. 37,740 193,123 150,159
Other, Mt ..ttt et iieeeoneananennnannns (23,990) 324,056 (193,898)
Income tax benefit ......... it eninennann §(3,435,747) $(1,264,419) $(5,187,289)

During 1999 the valuation allowance was reduced as the result of the establishment of
VEBA trusts that accelerated the postretirement benefit deductions and reduced the
uncertainty of future realization of the tax benefits (see note 1).

Comprehensive income tax (benefit) expense included in the consolidated financial
statements for the years ended December 31, 2001, 2000 and 1999 is as follows:

Year ended December 31,

2001 2000 1999

Income tax (benefit) expense on:
OPErationS .+ .ii ittt et i et e e $(3,435,747) $(1,264,419) $(5,187,289)
Unrealized holding gains (losses) on

revaluation of securities
available-for-sale ........ ettt rnnnanann 409,790 3,632,808 (4,162,100)

Comprehensive income tax (benefit) expense ${(3,025,957) $ 2,368,389 $(9,349,389)
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l11. SURPLUS NOTES

On December 28, 2001, three of the Company's property and casualty insurance
subsidiaries issued surplus notes totaling $25,000,000 to Employers Mutual. The surplus
notes bear an annual interest rate of 5.38 percent and do not have a maturity date. Payment
of interest and repayment of principal can only be repaid out of the issuing company’s
statutory surplus earnings and is subject to approval by the, Insurance Commissioner of the
issuing company‘s state of domicile. The surplus notes are subordinate and junior in right
of payment to all obligations or liabilities of the issuing company. Accrued interest as of
December 31, 2001 amounted to $11,055.

12. INSTALLMENT BASIS PREMIUMS

Effective January 1, 2001, the Company began recording the full-term written premium
and related commission expense at the inception of insurance policies that are billed on an
installment basis. Previously, such amounts were recorded as each installment became due.
As a result, written premiums and unearned premiums increased $13,884,423, invested assets
increased $11,880,803, and the Company incurred $1,706,181 of commission expense and
$297,439 of premium tax expense. These expenses were offset by a $3,054,573 increase in
deferred policy acquisition costs, resulting in $1,050,953 of non-recurring income that was
amortized into operations on a quarterly basis.
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13. EMPLOYEE RETIREMENT PLANS

The following table sets forth the funded status of the Employers Mutual defined
benefit retirement plan and postretirement benefit plans as of December 31, 2001 and 2000,
based upon a measurement date of November 1, 2001 and 2000, respectively:

Defined benefit plan Postretirement plans
2001 2000 2001 2000

Change in projected benefit

obligation:
Benefit obligation at beginning

of year ...t i i e $88,601,838 $81,538,314 ¢ 34,715,000 S 31,460,000
SeYVICe COSE v iviinennnenenenennan 4,885,731 4,599,973 2,299,000 2,066,000
Interest COSt ...t iiniannannnenanan 6,640,491 6,097,377 2,644,000 2,396,000
Actuarial loss (gain) .............. 5,242,814 753,446 8,406,000 (157,000)
Benefits paid ... . i iiiiien. (8,069,721} (7,008,595) {(1,305,000) {1,050,000)
AMENAMENES v i vttt e ne et 707,097 2,621,323 - -

Projected benefit obligation at ’
end of year .......oiiianannnn $8, 008,250 88,601,838 46,752,000 34,715,000

Change in plan assets:
Fair value of plan assets at

beginning of year ................ 95,116,686 95,824,343 3,353,000 2,872,000
Actual return on plan assets ....... (3,638,055) 6,300,938 (801,000) 81,000
Employer contributions ............. - - 4,690,000 1,450,000
Benefits paid ......c.viiiiiinnannn {8,069,721) (7,008,585) {1,305, 000) (1,050,000)

Fair value of plan assets at
end of year ..... ... 83,408,910 95,116,686 5,937,000 3,353,000

Funded Status .......vcverueneennnns {14,599, 340) 6,514,848 (40,822,000) (31,362,000)
Unrecognized net actuarial (gain)

o == 7,209,026 (9,508,725) 6,442,000 {2,070,000)
Unrecognized prior service costs ... 5,586,284 5,660,230 535,000 1,107,000
Employer contributions ............. - 4,090,000 3,075,000

(Accrued) prepaid benefit cost $(1,804,030) $ 2,666,353 $£{29,755,000) $(29,250,000)

The components of net periodic pension cost for the Employers Mutual defined benefit

retirement plan is as follows:
Year ended December 31,

2001 2000 1999

Y VACE COSE ittt it ittt it et i e ettt e $ 4,885,731 $ 4,599,973 $ 4,359,955
Interest COSE ...t iiii ittt eeeeaeeenesenonsanaena 6,640,481 6,087,377 5,426,633
Expected return on plan assets .......ecvienernanons {(7,836,882) (7,436,949) (7,041,280)
Recognized net actuarial gain ........ecivvernenenn - (164,619) ~
Amortization of initial net asset ................. - (755,787)y (1,049,705)
Amortization of prior service COStS .....viiivnvann.. 781,043 563,914 434,928

Net periodic pension benefit cost ............... $ 4,470,383 $ 2,903,209 §$ 2,130,531

The weighted average discount rate used to measure the projected benefit obligation was
7.00 percent for 2001 and 7.75 percent for 2000 and 1999. The assumed long-texrm rate of
return on plan assets was 8.50 percent for 2001 and 2000 and 8.00 percent for 1999. The
rate of increase in future compensation levels used in measuring the projected benefit
obligation was 5.96 percent in 2001 and 2000 and 5.95 perxrcent in 1999. Pension expense for
the Company amounted to $1,060,259, $691,007 and $516,880 in 2001, 2000 and 1999,
respectively.
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The components of net periodic postretirement benefit cost for the Employers Mutual
postretirement benefit plans is as follows:

Year ended December 31,

2001 2000 1999
SErViCe COSE ittt ittt ettt e e e e, & 2,299,000 $ 2,066,000 s 2,370,000
INLerest COSE . it iit it inrereeconnonnenanenas 2,644,000 2,396,000 2,350,000
Expected return on assets ......vuiuveiinrennnnn (318,000) (140,000) (38,000)
Amortization of net (gain) loss .........co..... {1,000) (16,000) 191,000
Amortization of prior service costs ........... 571,000 571,000 571,000
Net periodic postretirement benefit cost .... § 5,185,000 $ 4,877,000 $_ 5,444,000

The assumed weighted average annual rate of increase in the per capita cost of covered
health care benefits (i.e. the health care cost trend rate) for 2001 is 9 percent, and is
assumed to decrease gradually to 5 percent in 2005 and remain at that level thereafter. The
health care cost trend rate assumption has a significant effect on the amounts reported.

For example, a one-percentage-point increase in the assumed health care cost trend rate for
each future year would increase the accumulated postretirement benefit obligation as of
December 31, 2001 by $7,315,000 and the aggregate of the service and interest cost
components of net periodic postretirement benefit cost for the year ended December 31, 2001
by $982,000. A one-percentage-point decrease in the assumed health care cost trend rate for
each future year would decrease the accumulated postretirement benefit obligation as of
December 31, 2001 by $5,840,000 and the aggregate of the service and interest cost
components of net periodic postretirement benefit cost for the year ended December 31, 2001
by $765,000. The weighted average discount rate used in determining the accumulated
postretirement benefit obligation was 7.00 percent for 2001 and 7.75 percent for 2000 and
1999. The Company’s net periodic postretirement benefit cost for the years ended December
31, 2001, 2000 and 1999 was $1,214,255, $1,138,231 and $1,278,700, respectively.

14. STOCK PLANS
Steock Based Compensation

The Company has no stock based compensation plans of its own; however, Employers Mutual
has several stock plans which utilize the common stock of the Company. The Company receives
the current fair value for any shares issued under the plans and all expenses (the excess of
current fair value over the participant’s exercise price) of the plans are borne by
Employers Mutual or the company employing the individual optionees. As a result of this
arrangement, the Company is not subject to the accounting requirements of Accounting
Principles Board Opinion No. 25 or SFAS 123, “Accounting for Stock-Based Compensation.”

Under the current terms of the pooling agreement (see note 2), the Company’'s property
and casualty insurance subsidiaries incur 23.5 percent of the expenses recognized by the
pool members relating to these plans. The Company also incurs 100 percent of any expense of
these plang that is associated with optionees working for its other subsidiaries. Total
expenses incurred by the Company relating tc¢ the Employers Mutual stock plans amounted to
$90,681, $26,820 and $59,373 for 2001, 2000 and 1999, respectively.
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{a) Incentive Stock Option Plans

Employers Mutual maintains two separate stock option plans for the benefit of officers
and key employees of Employers Mutual and its subsidiaries. A total of 600,000 shares have
been reserved for the 1982 Employers Mutual Casualty Company Incentive Stock Option Plan (1982
Plan) and a total of 500,000 shares of the Company’'s common stock were initially reserved for
issuance under the 1993 Employers Mutual Casualty Company Incentive Stock Option Plan (1993
Plan). Effective January 30, 1998, an additional 500,000 shares were registered under the
1993 Plan.

There is a ten year time limit for granting options under the plans. Options can no
longer be granted under the 1982 Plan and the time period for granting options under the 1993
Plan expires on December 31, 2002. Options granted under the.plans have a vesting period of
two, three, four or five years with options becoming exercisable in equal annual cumulative
increments. Options have been granted to 57 individuals under the 1982 Plan and 98 individuals
under the 1993 Plan. As of February 26, 2002, 19 eligible participants remained in the 1982
Plan and 71 eligible participants remained in the 1993 Plan.

The Senior Executive Compensation and Stock Option Committee (the “Committee”) of
Employers Mutual’s Board of Directors (the “"Board”) is the administrator of the plans. Option
prices are determined by the Committee but can not be less than the fair value of the stock on
the date of grant.

During 2001, 10,700 options were granted under the 1993 Plan to eligible participants at
a price of $11.38 and 85,377 options were exercised under the plans at prices ranging from
$8.75 to $18.30. A summary of Employers Mutual’s incentive stock option plans is as follows:
Year ended December 31,

2001 2000 1999
Options ocutstanding, beginning of year .. 809;882 595,255 574,391
Granted .. ... .iit e e e e 10,700 265,775 71,700
Exercised ..... ... e (85,377} (47,748) (43,336)
Expired ... ... . e e {11,827) (3,400) (7,500)
Options outstanding, end of year ........ 723,378 809,882 595,255
Options exercisable, end of year ........ 407,108 390,447 361,055

(b) Employse Stock Purchase Plan

A total of 500,000 shares of the Company’s common stock have been reserved for issuance
under the Employers Mutual Casualty Company 1993 Employee Stock Purchase Plan. Any employee
who is employed by Employers Mutual or its subsidiaries on the first day of the month
immediately preceding any option period is eligible to participate in the plan. Participants
pay 85 percent of the fair market value of the stock purchased, which is fully vested on the
date purchased. The plan is administered by the Board of Employers Mutual and the Board has
the right to amend or terminate the plan at any time; however, no such amendment or
termination shall adversely affect the rights and privileges of participants with unexercised
options.

During 2001, 120 employees participated in the plan and exercised a total of 13,734
options at prices of $12.76 and $14.25. Activity under the plan was as follows:

Year ended December 31,

2001 2000 1999
Shares available for purchase,
beginning of vear ...........c.covuur.n. 327,489 352,354 380,009
Shares purchased under plan ............. (13,734) (24,865) (27,655)
Shares available for purchase,
end of year ........iiii e 313,755 327,489 352,354
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(c) Nen-Employee Director Stock Puxrchase Plan

A total of 200,000 shares of the Company’'s common stock have been reserved for issuance
under the Employers Mutual Casualty Company Non-Employee Director Stock Purchase Plan. All
non-employee directors of Employers Mutual and its subsidiaries who are not serving on the
“Disinterested Director Committee” of the Board as of the beginning of the option period are
eligible for participation in the plan. Each eligible director can purchase shares of common
stock at 75 percent of the fair value of the stock in an amount equal to a minimum of 25
percent to a maximum of 100 percent of their annual cash retainer. The plan will continue
through the option period for options granted at the 2002 annual meetings. The plan is
administered by the Disinterested Director Committee of the Board. The Board may amend or
terminate the plan at any time; however, no such amendment or termination shall adversely
affect the rights and privileges of participants with unexercised options. During 2001, no
directors participated in the plan. Activity under the plan was as follows:

Year ended December 31,

2001 2000 1999
Shares available for purchase,
beginning of vear ....... .ot 143,158 152,180 162,928
Shares purchased under plan .............. - (9,032) {10,738)

Shares available for purchase, end of year 143,158 143,158 152,190

Dividend Reinvegtment Plan

The Company maintains a dividend reinvestment and common stock purchase plan which
provides stockholders with the option of reinvesting cash dividends in additional shares of
the Company’s common stock. Participants may alsc purchase additional shares of common stock
without incurring broker commissions by making optional cash contributions to the plan and may
sell shares of common stock through the plan. Employers Mutual has been reinvesting 100
percent of its dividends in additional shares of common stock under this plan since the second
guarter of 1999. Employers Mutual has informed the Company that it will be reducing its
participation in the dividend reinvestment plan to 25 percent for 2002. Activity under the
plan was as follows:

Year ended December 31,

2001 2000 1999
Shares available for purchase,
beginning of vear ......... i, 880,679 399,629 792,325
Additional shares registered ............. - 1,000,000 -
Shares purchased under plan ........ccc... {379,449) (518,950) (392,636)
Shares available for purchase, end of year 501,230 880,679 399,629
Range of purchase prices ................. $11.50 $ 7.50 $ 9.47
to to to
$17.25 $12.66 $12.81

Stock Repurchase Plan

During the second quarter of 1999 the Company completed a $3,000,000 common stock
repurchase plan that was approved by the Company's Board of Directors on November 20, 1998.
The repurchase plan authorized the Company to make repurchases in the open market or through
privately negotiated transactions. The timing and terms of the purchases were detexmined by
management based on market conditions and were conducted in accordance with the applicable
rules of the Securities and Exchange Commission. During 1999, 254,950 shares of common stock
were repurchased under this plan at an average cost of $11.76 per share.
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NOTES TC CONSOLIDATED FINANCIAL STATEMENTS, CONTINUED

15. DISCLOSURES ABOUT THE FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying amount of cash, indebtedness of/to related party, accounts receivable and
accounts payable approximate fair value because of the short maturity of these instruments.

The estimated fair value of the Company’s investments are summarized as follows. The
estimated fair value is based on quoted market prices, where available, or on values
obtained from independent pricing services (see note 9).

Carrying Estimated
amount fair value
December 31, 2001
Fixed maturity securities:
Held-to-maturity ..o iiiniiir ittt e arereeenenanns - § 33,572,602 $ 35,502,755
Available-for-sale .........ir ittt ii . 390,214,177 380,214,177
Equity securities available-for-sale ................... 33,322,767 33,322,767
Short-term invVestmMentS ... ... ..ttt itretonrennsennnnnens 17,724,458 17,724,458
Fixed maturity securities on loan:
Held-to-maturity o iier i iiin e titeetnenannaneedas . 32,505,305 35,962,133
Available-for-sale ........cii ittt itininaranneanas 28,436,008 28,436,008
December 31, 2000
Fixed maturity securities:
Held-to-MatUrity -t crvrieneiereee e teeeeennenaennnans $ 70,202,394 $ 70,875,728
Available-for-sale ... ..t e e e e 284,400,891 284,400,891
Equity securities available-for-sale ................... 34,720,458 34,720,458
Short-term investments . .......iut e iinetnenenannoensas 23,388,027 23,388,027
Fixed maturity securities on loan:
Held-to-matuUrity .. vr it n et e et e eee et tee s ennans 45,509,199 48,599,702
Available-for-sale ......... ittt ittt 9,755,774 9,755,774

The estimated fair value of the Company's surplus notes is $25,000,000, which is the
same as the carrying amount. The estimated fair value is based on the fact that the notes
were issued on December 29, 2001 and are therefore current as regards interest payments.

1€. CONTINGENT LIABILITIES

The Company and Employers Mutual and its other subsidiaries are parties to numerous
lawsuits arising in the normal course of the insurance business. The Company believes that
the resclution of these lawsuits will not have a material adverse effect on its financial
condition or its results of operations. The companies involved have reserves which are
believed adequate to cover any potential liabilities arising out of all such pending or
threatened proceedings.

The members of the pooling agreement have purchased annuities to fund future payments
that are fixed pursuant to specific claim settlement provisions. The Company, under the
current terms of the pooling agreement, is contingently liable for 23.5 percent of these
annuities (see note 2). The Company is contingently liable to various claimants in the
amount of $740,582 in the event that the issuing company would be unable to fulfill its
obligations.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS,

17. UKAUDITED INTERIM FINANCIAL INFORMATION

2001
Total revenues ..............
Income (loss) before income
tax expense (benefit)
Income tax expense (benefit)
Net income (loss)
Net income (loss) per share
- basic and diluted*

.....

2000
Total revenues
Income (loss) before income
tax expense (benefit)
Income tax expense (benefit)
Net income (loss)
Net income {loss) per share
~ basic and diluted*

..............

1999
Total revenues ..............
Income (loss) before income

tax benefit
Income tax benefit
Net income (loss)

Net income (loss) per share
- basic and diluted*

......

SR aTmaaT A TWetW A& wealW R CdeNar WA T e TR wadl e s Qud e

CONTINUED

Three months ended,

March 31 June 30 September 30 December 31
$68,2985, 006 $71,307,822 77,180,241 $81,041,170
$ 2,677,827 $(5,025,762) $ (786,909) $(2,427,035)

612,674 {2,179,897) {703,381) {1,165,143)
$ 2,065,153 $(2,845,865) ] (63.528) $(1,261,882)
$ .18 3 {.25) g (.01} H (.11)
$61,144,637 $62,817,075 $66,792,907 $72,641,122
$ 2,003,674 $  (293,962) $ 1,428,928 $(2,074,028)

386,504 (489,810) 224,712 (1,385,825)
$ 1,617,170 $ 195,848 $ 1,204,216 S (688,203)
5 .14 s .02 S .11 $ (.06)
§66,872,232 $57,711,432 $61,284,746 $63,461,127
$ 1,572,517 $(3,638,168) S 85,728 $(4,011,351)

(209,226) (1,906,001) (706,930) (2,365,132)
$ 1,781,743 $(1,732,167) 5 792,658 S(1,646,219)
5 .15 $ (.15) S .07 $ (.15)

* Since the weighted average shares for the quarters are calculated independent of the

weighted average shares for the year, quarterly net income (loss) per share may not total to

annual net income (loss) per share.
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GLOSSARY l

Assumed Reinsurance - When one or more insurers, in exchange for a share of the premium, !
accepts responsibility to indemnify risk underwritten by another as reinsurance. See
"Reinsurance."

Catastrophe and Storm Losses - Losses from the occurrence of an earthquake, hurricane,
explosion, flood, hail storm or other similar event which results in substantial loss.

Ceded Reinsurance - The transfer of all or part of the risk of insurance loss from an
insurer to another as reinsurance. See "Reinsurance."

Combined Ratio ~ A measure of property/casualty underwriting results. It is the ratio of
claims, settlement and underwriting expenses to insurance premiums. When the combined ratio
is under 100%, underwriting results are generally profitable; when the ratio is over 100%,
underwriting results are generally unprofitable. Underwriting results do not include net
investment income, which may make a significant contribution to overall profitability.

Deferred Policy Acquisition Costs - The capitalization of commissions, premium taxes and
other expenses related to the production of insurance business. These costs are deferred
and amortized in proportion to related premium revenue.

Excess of Loss Reinsurance - Coverage for the portion of losses which exceed predetermined
retention limits.

Generally Accepted Accounting Principles (GAAP) - The set of practices and procedures that
provides the framework for financial statement measurement and presentation. Financial
statements in this report were prepared in accordance with GAAP.

Incurred Losses and Settlement Expenses - Claim and settlement expenses paid or unpaid for
which the Company has become liable for during a given reporting period.

Loss Reserve Development - A measure of how the latest estimate of an insurance company's
claim cobligations compares to an earlier projection. This is also referred to as the
increase or decrease in the provision for insured events of prior years.

Net Investment Income - Dividends and interest earned during a specified period from cash
and invested assets, reduced by related investment expenses.

Net Investment Yield - Net investment income divided by average invested assets.

Pooling Agreement - A joint underwriting operation in which the participants assume a
predetermined and fixed interest in the premiums, losses, expenses and profits of insurance

business.
Premiums - Amounts paid by policyholders to purchase insurance coverages.

Earned Premium - The recognition of the portion of written premiums directly related
to the expired portion of an insurance policy for a given reporting period.

Net Written Premiums - Premiums written during a given reporting period, net of
assumed and ceded reinsurance, which correlate directly to the insurance coverage

provided.

Unearned Premium - The portion of written premium which would be returned to a
policyholder upon cancellation.

Written Premium - The cost of insurance coverage. Written premiums refer to
premiums for all policies sold during a specified accounting period.
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investment is sold at a price higher or lower than its original cost or carrying amount.

Reinsurance - The contractual arrangement by which one or more insurers, called reinsurers,
in exchange for premium payments, agree to assume all or part of a risk originally
undertaken by another insurer. Reinsurance "spreads risk™ among insurance enterprises,
allowing individual companies to reduce exposure to losses and provide additional capacity
to write insurance.

Reserves - The provision for the estimated future cost of all unpaid claims. The total
includes known claims as well as amounts for claims that have occurred but have not been
reported to the insurer.

Return on Equity (ROE) - Net income divided by average stockholders® equity.

Rigk-Based Capital - A model developed by the National Association of Insurance
Commissioners which attempts to measure the minimum statutory capital needs of property and
casualty insurance companies based upon the risks in a company’s mix of products and
investment portfolio.

Settlement Expenses - Expenses incurred in the process of investigating and settling claims.

Statutory Accounting - Accounting practices used by insurance companies to prepare financial
statements submitted to state regulatory authorities. Statutory accounting differs from
GAAP in that it stresses insurance company solvency rather than the matching of revenues and
expenses.

Underwriting Gain/Loss - Represents insurance premium income less insurance claims,
settlement and underwriting expenses.

Unrealized Holding Gains/Losges on Investments - Represents the difference between the
current market value of investments and the basis at the end of a reporting period.
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